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Foreword 


IN  Prosperity  Without  Inflation,  by  Professor  Arthur  F.  Burns, 
Fordham  University  has  inaugurated  a  new  series  of  annual 
lectures  in  the  social  sciences.  Honoring  the  memory  of  the  late 
Moorhouse  I.  X.  Millar,  SJ.,  these  four  lectures  delivered  by  an 
important  economist  are  a  fitting  tribute  to  the  scholarly  priest  and 
teacher  who  was,  for  more  than  thirty  years,  Professor  of  Political 
Philosophy  and  Chairman  of  the  University's  Department  of 
Political  Philosophy  and  the  Social  Sciences. 

Moorhouse  Millar  was  born  in  Mobile,  Alabama,  on  March  7, 
1 886.  A  direct  descendant  of  Dr.  Josiah  Bartlett,  one  of  the  signers 
of  the  Declaration  of  Independence,  and  of  William  White,  a  signer 
of  the  Mayflower  Compact,  he  spent  much  of  his  boyhood  living 
and  travelUng  with  his  family  on  the  Continent.  His  early  formal 
education  began  with  the  French  Jesuits  at  the  College  de  Saint- 
Gregoire  at  Tours  where  he  remained  for  five  years.  From  1 899  to 
1901  he  was  enrolled  at  a  German  gymnasium;  throughout  these 
seven  years,  he  travelled  considerably,  not  only  through  France 
and  Germany  but  in  Scotland  and  Ireland  as  well.  These  European 
years,  coming  as  they  did  at  a  highly  impressionable  stage  in  his 
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life,  had  a  profound  effect  on  his  intellectual  breadth  and  under- 
standing. When  he  returned  to  the  United  States,  he  brought  with 
him  an  excellent  command  of  French,  a  good  knowledge  of  Ger- 
man (which  he  was  later  to  improve),  the  precision  and  alertness 
of  a  French-trained  mind,  and — perhaps  most  important  of  all  for 
the  direction  which  his  academic  thinking  was  later  to  follow — 
the  social  experience  of  having  lived  for  seven  years  in  France  and 
Germany  at  the  very  close  of  the  nineteenth  century. 

Upon  return  to  the  United  States,  the  Millar  family  settled  in 
Baltimore;  and  with  the  advice  and  guidance  of  the  late  James 
Cardinal  Gibbons,  the  leading  prelate  of  the  Church  in  America, 
young  Moorhouse  resumed  his  studies  at  the  Loyola  Preparatory 
School.  His  summers  were  spent  at  his  uncle's  ranch  in  Nebraska. 
It  was  during  these  Western  sojourns  that  he  developed  the  deep- 
seated  love  and  respect  for  the  moral  and  physical  integrity  and 
stamina  of  the  American  West  that  so  appreciably  contributed  to 
the  discipUne  of  his  thinking  during  his  later  scholarly  years.  In 
1 903  he  entered  the  Jesuit  novitiate  of  St.  Andrew-on  Hudson  at 
Poughkeepsie  and  pronounced  his  first  vows  on  September  7, 
1905.  He  received  his  A.B.  and  M.A.  degrees  from  Woodstock 
College  and  the  doctorate  of  philosophy  from  the  Gregorian 
University. 

For  a  period  of  more  than  four  decades,  Father  Millar  turned 
his  academic  talents  to  the  pursuits  of  the  scholar  —  teaching, 
writing,  and  research.  His  teaching  career  began  at  the  College  of 
the  Holy  Cross,  was  continued  at  Canisius,  Georgetown,  Fordham 
College,  Fordham  Law  School,  and  culminated  in  his  long  tenure 
at  the  Fordham  University  Graduate  School  of  Arts  and  Sciences. 
His  earliest  published  articles  appeared  in  1916  and  his  first  com- 
plete volume — The  State  and  the  Church,  in  co-authorship  with 
the  late  Monsignor  John  A.  Ryan — was  pubUshed  by  the  Macmil- 
lan  Company  in  1922.  Much  of  his  time  during  these  years  was 
devoted  to  the  reading  of  history  and  to  the  development  of  a 


FOREWORD  Vll 

philosophy  of  history  based  on  Newman's  Grammar  of  Assent, 
He  studied  history  in  order  to  diagnose  mankind's  groping  efforts 
to  discover  truth,  especially  in  the  practical  order,  and  to  pursue 
the  good  through  human  experience.  One  of  his  germinal  ideas 
was  that  "the  dynamic  of  human  history  is  man's  appetite  for  the 
good." 

In  the  three  long  essays  which  he  contributed  to  The  State  and 
the  Church,  Father  Millar  made  his  first  distinguished  appearance 
on  the  stage  of  Catholic  intellectual  life.  The  sheer  power  of  his 
historical  analysis  in  the  field  of  poUtical  principle  and  constitu- 
tionalism is  remarkably  attested  to  therein.  These  essays  illustrate, 
too,  a  dominant  characteristic  of  the  man — the  breath-taking 
sweep  of  his  learning  from  the  age  of  the  Roman  jurists  to  our  own 
times  of  specialized  social  scientists.  During  much  of  the  next 
three  decades,  Father  Millar  contributed  a  vast  array  of  articles  to 
the  learned  journals  in  his  field.  He  also  wrote  portions  of  a  number 
of  volumes  which  appeared  during  these  years.  In  the  1930's  and 
1 940's  much  of  his  intellectual  enthusiasm  and  drive  was  expended, 
first,  in  founding  and,  then,  in  developing  the  Department  of 
PoUtical  Philosophy  and  the  Social  Sciences  in  the  Graduate 
School  of  Arts  and  Sciences — a  department  whose  central  pur- 
pose it  would  be  to  demonstrate  the  inherent  interdependency  of 
the  social  sciences  and  their  total  relationship  to  the  metaphysics 
of  man. 

Although  Moorhouse  Millar  was  eminent,  primarily,  as  a  politi- 
cal philosopher  whose  work  might  seem,  at  first  glance,  to  be  far 
removed  from  the  formal  subject  matter  of  economics,  to  those 
who  read  and  understand  him  well,  it  is  not  at  all  strange  that  he 
should  have  had  much  to  contribute  to  the  economist.  Economics 
is,  above  all,  a  practical  science;  it  does  not,  generally  speaking, 
seek  knowledge  for  its  own  sake.  The  economist,  moreover,  can- 
not find  answers  to  policy  questions  solely  within  the  framework  of 
his  own  discipline.  Human  welfare  is  indivisible,  and  poUcy  deci- 
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sions — even  those  of  economic  policy — must  be  more  broadly 
gauged.  The  views  which  the  economist  holds  of  the  nature  of  the 
individual,  of  society  and  of  the  state,  and  of  their  objectives  affect 
his  recommendations  of  what  should  be  done  and  how  it  should  be 
accomphshed.  The  concepts  of  poUtical  society  which  Father 
Millar  developed  provide  a  basic  framework  for  giving  direction  to 
sound  public  pohcy.  This  can  best  be  illustrated  by  an  extract  from 
his  article,  "Labor  and  the  Common  Good"  in  Labor  Law:  An 
Instrument  of  Social  Peace  and  Progress  (Fordham  University 
Press,  1940): 

"The  common  good  naturally  resolves  itself  into  its  seven-fold 
correlative  elements  which  are  unity,  order,  stability,  security, 
freedom,  peace  and  progress.  As  conditions  to  social  existence 
these  are  the  ends  of  normal  social  activity  because  their  mainte- 
nance and  promotion  is  a  necessary  means  to  our  human  develop- 
ment as  essentially  interdependent  persons.  As  all  the  members  of 
any  given  organized  society  or  state  must  be  expected  or  called 
upon  to  contribute,  according  to  their  capacity,  towards  the  main- 
tenance and  promotion  of  these  conditions,  so  have  all  such  mem- 
bers an  equal  correlative  right  in  distributive  justice  to  participate, 
according  to  their  functional  contribution,  in  each  and  all  of  these 
conditions  as  necessary  means  or  opportunities  to  a  good  Ufe." 

The  objective  of  the  state,  then,  is  to  promote  the  common  good, 
or  general  welfare  of  all.  This  purpose  is  served  by  governmental 
pohcies  which  promote  the  unity,  order,  stability,  security,  free- 
dom, peace,  and  progress  of  the  community  as  a  whole.  No  one 
condition  may  be  achieved  at  the  cost  of  another;  progress  may  not 
be  sacrificed  for  stability  nor  any  security  be  sought  at  the  expense 
of  freedom. 

It  is  our  hope  that  the  chapters  that  follow,  the  fruit  of  the 
wisdom  and  experience  of  Professor  Burns,  will  contribute  sub- 
stantially to  our  understanding  of  the  forces  that  govern  our  eco- 
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nomic  life,  and  that  they  may  be  inteUigently  used,  in  our  times, 
so  as  to  make  possible  the  good  life  for  Man. 


Grateful  thanks  are  extended  to  the  members  of  the  Department 
for  their  devoted  cooperation  and  particularly  to  Rev.  William  T. 
Hogan,  S.  J.,  to  whose  imagination  and  initiative  the  creation  of  the 
Millar  Lecture  Series  is,  in  large  measure,  due.  Sincere  acknowl- 
edgment is  made  of  the  substantial  assistance  of  the  Earhart 
Foundation  in  the  establishment  of  the  Lecture  Series  and  in  this 
pubUcation. 

Department  of  Political  Philosophy  WiLLIAM  R.  FrASCA 

and  Social  Sciences  Chairman 

Fordham  University 


Prefatory  Note 


THIS  small  volume  consists  of  the  Millar  Lectures  that  I  had  the 
honor  to  give  at  Fordham  University  on  successive  Tuesdays 
between  October  8  and  October  29,  1957.  Except  for  minor 
changes  in  wording,  the  lectures  are  printed  just  as  they  were 
delivered. 

The  lectures  are  focused  on  the  problem  of  inflation,  which  has 
seriously  marred  our  nation's  prosperity  in  the  post-war  period. 
They  take  stock  of  recent  events  and  suggest  economic  policies 
that  may  help  us  to  build  a  better  future.  I  am  grateful  to  Fordham 
University  for  having  given  me  this  opportunity. 

I  owe  a  debt  of  gratitude  to  several  friends  and  associates:  to 
William  T.  Hogan,  S.J.,  who  saved  me  much  precious  time  by  his 
skilful  handUng  of  all  the  arrangements  for  the  lectures  and  their 
printing;  to  Edward  J.  Kilberg,  my  assistant  at  the  National  Bureau 
of  Economic  Research,  who  not  only  compiled  and  verified  much 
of  the  factual  material  of  the  lectures,  but  also  gave  me  the  benefit 
of  his  candid  criticism  of  their  text;  to  Johanna  Stern  who  aided  in 
the  verification  of  factual  matters  and  to  Louise  Smith  who  at- 
tended to  the  typing  and  proofs;  to  Walter  W.  Stewart  and  Elliott 
V.  Bell,  as  well  as  several  of  my  colleagues  at  the  National  Bureau 
— Milton  Friedman,  Leo  Grebler,  Ruth  Mack,  Geoffrey  H.  Moore, 
George  Stigler,  and  Leo  Wolman,  who  were  kind  enough  to  read 
and  to  comment  on  my  manuscript. 

A.  F.  Burns 
November,  1957  Columbia  University 
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Chapter  One 


The  Recent  Inflation  in  Perspective 


THE  RISE  OF  consumer  prices  during  the  past  year  or  two  has 
again  stirred  up  a  Uvely  interest  in  the  subject  of  inflation. 
Some  observers  argue  that  we  are,  or  recently  have  been,  experi- 
encing the  f  amihar  price-wage  spiral  as  a  result  of  too  much  money 
chasing  too  few  goods.  Others  claim  that  we  are,  or  recently  have 
been,  experiencing  a  new  kind  of  inflation.  Some  see  the  newness 
in  administrative  pricing  by  business,  others  see  it  in  the  upward 
push  of  wages  on  costs,  while  still  others  see  it  in  the  continued 
advance  of  prices  despite  a  "tight-money"  policy  and  a  federal 
surplus.  Some  blame  the  trade  unions  for  pushing  up  wages  and 
expanding  fringe  benefits,  others  blame  business  firms  for  marking 
up  prices,  still  others  blame  the  bankers  for  charging  higher  inter- 
est rates.  And  many  criticize  the  federal  government  for  having 
allowed  all  these  things  to  happen,  or  for  spending  too  much 
money,  or  for  taxing  too  heavily  or  for  taxing  too  lightly. 

The  questions  that  have  been  raised  by  the  recent  public  debate 
on  inflation  are  as  difficult  as  they  are  important.  If  economists 
could  speak  with  a  clear  and  authoritative  voice  on  the  subject, 
there  would  be  nothing  to  do  except  to  dust  away  confusion. 
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Economic  knowledge  has  not  yet  reached  that  state,  and  perhaps 
it  never  will.  The  most  I  can  hope  to  do  in  the  course  of  these  pages 
is  to  throw  light  on  a  few  corners  of  a  many-sided  problem  that  is 
rightly  causing  widespread  concern. 

In  this  opening  chapter  my  aim  is,  first,  to  discuss  the  advance 
of  consumer  prices  during  the  past  two  years  in  historical  per- 
spective and,  second,  to  inquke  into  the  outlook  for  the  price 
level  if  the  basic  economic  policies  of  recent  years  are  continued 
with  little  change.  In  the  next  chapter  I  shaU  examine  broadly  the 
governmental  policies  on  which  we  have  reUed  to  check  inflation, 
and  I  shall  contrast  them  with  the  more  vigorous  policies  we  have 
pursued  in  dealing  with  recession  and  unemployment.  In  the  third 
chapter  I  shall  analyze  the  effectiveness  of  general  credit  controls 
on  which  we  have  largely  depended  of  late  to  curb  the  advance  of 
prices.  The  final  chapter  will  attempt  to  outline  the  paths  that 
public  policy  may  need  to  take  if  we  are  to  make  better  progress 
toward  the  goal  of  reasonable  stability  in  the  consumer  price  level 
during  an  era  of  expanding  economic  activity. 

I 

The  recent  trend  of  wholesale  and  consumer  prices  reflects  numer- 
ous and  complex  developments  in  the  markets  for  many  hundreds 
of  commodities  and  services.  But  one  fact  towers  above  all  others 
and  to  a  large  degree  sums  them  up — namely,  the  great  and  sus- 
tained expansion  of  aggregate  demand  which  has  kept  the  econ- 
omy operating  in  a  state  of  practically  full  employment  during 
almost  the  entire  period  since  the  end  of  World  War  II. 

The  initial  impulse  to  expansion  was  imparted  by  the  willing- 
ness and  abihty  of  both  consumers  and  business  firms  to  spend 
money  freely  on  the  many  commodities  which  had  been  in  short 
supply  or  entirely  unavailable  during  the  war.  Other  forces  soon 
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gathered  strength,  reinforced  one  another,  and  gradually  deepened 
the  confidence  of  people  in  their  own  economic  opportunities  and 
in  the  economic  future  of  the  country.  The  most  important  of  these 
factors  were  the  unexpected  upsurge  of  population,  the  expansion 
of  the  middle  class,  the  onrush  of  technology,  an  intensified  pace 
of  business  competition,  the  resurgence  of  Western  Europe,  and 
general  recognition  of  government's  responsibility  to  help  main- 
tain prosperity.  Although  federal  expenditures  played  a  significant 
part  at  times  in  stimulating  markets,  the  main  drive  toward  eco- 
nomic expansion  came  from  the  private  economy.  It  is  well  to 
recall  how  promptly  the  decUne  in  federal  spending  after  the  end 
of  the  war  was  offset  by  expansion  in  other  parts  of  the  economy. 
Between  the  second  quarter  of  1945  and  the  second  quarter  of 
1947  the  annual  rate  of  federal  expenditure  on  goods  and  services 
decHned  by  74  biUion  dollars.  In  the  meantime,  the  rate  of  ex- 
penditure by  the  rest  of  the  economic  community  rose  by  80  bil- 
lion. Much  the  same  thing  happened  after  the  Korean  truce. 
Despite  a  decline  of  1 5  billion  dollars  in  the  annual  rate  of  federal 
spending,  the  rate  of  total  national  expenditure  increased  20 
billion  dollars  between  the  second  quarter  of  1953  and  the  second 
quarter  of  1955. 

The  great  expansion  of  demand  during  the  post-war  years  made 
its  influence  felt  in  nearly  every  market,  but  especially  in  the  capi- 
tal goods  industries.  Between  1946  and  1956  our  total  expenditure 
on  goods  and  services — or,  if  you  like,  the  dollar  value  of  the 
nation's  output — nearly  doubled.  During  the  same  period  the 
outlay  on  fixed  capital — that  is,  on  business  plant,  machinery, 
new  homes,  automobiles,  roads,  school  buildings,  military  hard- 
ware, and  other  durables — increased  168  percent.  Expenditures 
of  this  type  were  23  percent  of  the  nation's  total  output  in  1946. 
A  year  later  they  rose  to  28  percent  or  a  full  point  above  the  level 
of  1929,  when  the  boom  of  the  1920's  culminated.  The  advance 
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did  not  stop  there.  By  1952,  spending  on  fixed  capital  reached  32 
percent  of  total  output;  and  this  ratio  has  been  maintained,  with 
only  sHght  variations,  since  then. 

The  heavy  concentration  of  the  nation's  spending  on  fixed 
capital  was  made  possible  in  large  part  by  credit  expansion.  Since 
durable  goods  and  new  structures  are  costly  as  well  as  long-lived 
items,  they  are  often  purchased  on  credit.  A  rapid  rate  of  spending 
on  capital  goods  and  a  rapid  rate  of  increase  in  indebtedness  nor- 
mally go  together,  and  so  it  has  been  in  the  post-war  period.  Thus, 
while  the  federal  debt  changed  very  little,  the  outstanding  private 
debt  rose  from  154  billion  dollars  at  the  end  of  1946  to  the  enor- 
mous total  of  416  billion  dollars  ten  years  later.  In  the  meantime, 
the  debt  of  the  states  and  localities  also  rose  sharply — from  14  to 
43  billion  dollars.  The  close  connection  between  this  proUferation 
of  debt  and  the  intense  demand  for  capital  goods  is  evident  from 
the  fact  that  mortgage  debt,  long-term  corporate  debt,  consumer 
instalment  debt,  and  state  and  local  debt,  taken  together,  account 
for  nearly  three-fourths  of  the  debt  expansion  that  occurred  during 
the  decade. 

The  huge  expansion  of  demand  for  capital  goods,  along  with 
the  increase  of  demand  for  other  commodities  and  services,  was 
financed  in  part  by  the  creation  of  new  money,  but  in  still  greater 
part  by  a  more  active  use  of  the  existing  stock  of  money.  This  is 
evident  from  the  fact  that  the  dollar  value  of  the  nation's  total 
output  increased  116  percent  between  the  end  of  1945  and  the 
end  of  1956,  while  the  money  supply — that  is,  demand  deposits 
plus  currency  in  public  circulation — increased  only  36  percent. 
Once  the  war  ended,  many  individuals  and  business  firms  were 
eager  to  put  their  abundant  hoards  of  cash  to  a  practical  use.  Some 
drew  on  their  cash  balances  to  finance  the  purchase  of  new  homes 
or  household  goods  or  business  equipment.  Others  drew  on  their 
balances  to  acquire  savings  and  loan  shares,  interest-bearing  de- 
posits, or  other  claims  issued  by  financial  institutions.  Still  others 
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bought  government  securities  from  commercial  banks  or  life  in- 
surance companies.  The  financial  institutions  which  gained  these 
funds  usually  loaned  them  out  rather  promptly  to  ready  spenders. 
In  these  and  other  ways  the  turnover  of  money  was  speeded  up. 

The  full  process  of  financing  the  growth  of  the  nation's  aggre- 
gate demand  for  goods  and  services  defies  description.  It  is  entirely 
clear,  however,  that  financial  intermediaries  had  a  crucial  role  in 
the  process.  Commercial  banks  expanded  loans  rapidly  and  their 
abihty  to  do  so  was  enhanced  by  the  sale  of  substantial  blocks  of 
Treasury  securities  to  holders  of  "idle"  cash.  Other  financial  insti- 
tutions were  likewise  active  in  mobilizing  idle  funds  and  putting 
them  to  work  in  the  nation's  markets  for  goods  and  services.  For 
example,  when  a  savings  and  loan  association  induced  someone, 
by  the  offer  of  an  attractive  rate  of  return,  to  draw  down  his  de- 
mand deposit  in  a  commercial  bank  and  acquire  instead  the  asso- 
ciation's shares,  neither  the  lending  power  of  the  banking  system 
nor  the  supply  of  money  was  changed.  However,  the  lending  power 
of  the  savings  and  loan  association  was  increased  by  the  transac- 
tion, as  was  also  the  outstanding  amount  of  its  shares — which  in 
practice  are  readily  convertible  into  money  and  therefore  a  close 
substitute  for  it.  Hence,  the  lending  power  of  the  financial  system 
taken  as  a  whole  became  larger,  and  so  too  did  the  combined  sup- 
ply of  money  and  of  its  close  substitutes.  With  countless  variations, 
this  sort  of  thing  has  happened  on  an  extensive  and  increasing 
scale  in  recent  years.  While  the  money  supply  proper  increased 
37  billion  dollars  or  36  percent  between  the  end  of  1945  and  the 
end  of  1956,  the  supply  of  close  substitutes  for  money — that  is, 
time  deposits  in  commercial  and  savings  banks,  savings  and  loan 
shares,  credit  union  shares,  equities  in  life  insurance  policies,  post- 
al savings,  and  Treasury  savings  bonds — increased  115  billion 
dollars  or  81  percent.  Clearly,  people  found  it  advantageous  to 
economize  on  their  holdings  of  cash  and  they  learned  rapidly 
how  to  do  so.  Meanwhile,  the  assets  of  financial  institutions,  espe- 
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cially  of  intermediaries  other  than  commercial  banks,  grew  by 
leaps  and  bounds.  The  additions  to  their  assets  consisted  of  debt 
instruments  by  business  firms,  individuals,  and  state  and  local 
governments. 

II 

The  vast  expansion  of  the  nation's  aggregate  demand,  which  was 
facihtated  by  an  unprecedented  expansion  of  credit,  tested  the 
nation's  physical  capacity  to  produce  during  much  of  the  post-war 
period.  We  see  evidence  of  this  in  the  low  level  of  unemployment 
that  has  characterized  most  of  the  post-war  years,  despite  the 
increasing  rate  of  participation  of  people  in  the  labor  force.  We 
see  it  also  in  the  persistence  of  substantial  amounts  of  overtime 
work.  The  pressure  of  demand  on  physical  resources  became 
especially  strong  in  the  durable  goods  and  construction  industries. 
Of  this,  too,  there  is  abundant  evidence.  We  see  it  in  the  more 
rapid  growth  of  physical  production  in  the  durable  goods  and  con- 
struction industries  than  in  the  production  of  non-durables  and 
services.  We  see  it  in  the  high  level  of  unfilled  orders  on  the  books 
of  manufacturers  of  durable  goods.  We  see  it  also  in  the  persistence 
of  a  longer  work  week  in  durable  manufactures  than  in  those  pro- 
ducing transient  goods. 

When  demand  presses  hard  on  a  nation's  stock  of  physical  re- 
sources, costs  of  production  and  prices  cannot  remain  stable.  That 
at  least  is  true  as  long  as  markets  are  reasonably  free  and  competi- 
tive. Under  such  conditions  employers  bid  actively  for  labor, 
whether  it  is  organized  or  not,  and  wages  tend  to  rise.  Prices  be- 
have in  similar  fashion,  sometimes  rising  before  and  sometimes 
after  wage  increases.  Every  rise  of  wages  and  other  incomes  tends 
for  a  time  to  stimulate  consumer  demand.  Business  investment 
likewise  tends  to  expand,  partly  because  profits  are  high  or  in- 
creasing, partly  because  markets  are  growing,  and  partly  because 
a  new  plant  or  a  new  piece  of  equipment  is  often  the  only  effective 
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means  of  reducing  the  pressure  of  rising  labor  costs.  If  incomes  or 
both  prices  and  incomes  are  expected  to  move  still  higher,  the 
impulses  of  expanding  demand  are  again  strengthened  all  around. 
There  can  be  little  doubt  that  such  expectations  have  ruled  over  a 
great  part  of  the  post-war  period,  or  that  the  abihty  of  trade  unions 
to  win  wage  increases  which  substantially  exceed  the  increases  that 
have  been  occurring  in  general  industrial  productivity  did  much 
to  kindle  and  fan  the  expectation  of  rising  prices  and  incomes. 
Thus,  expanding  demand  served  to  pull  up  both  prices  and  wages, 
while  rising  wages  served  to  push  up  both  demand  and  prices. 
With  minor  interruptions,  this  cumulative  and  interacting  process 
of  rising  wages,  rising  prices,  and  rising  economic  activity  has  gone 
on  since  the  end  of  the  war  under  the  sheltering  umbrella  of  the 
monetary  and  fiscal  policies  of  government. 

There  is,  therefore,  not  one  cause  of  the  post-war  inflation  but 
many.  If  consumers  and  businesses  had  been  less  eager  to  expand 
their  purchases  and  to  go  into  debt  to  do  so,  the  level  of  prices 
would  not  have  risen  as  much  as  it  did.  If  the  federal  government 
had  used  more  effectively  its  great  power  to  restrain  the  expansion 
of  the  nation's  aggregate  demand,  the  rise  in  the  over-all  level  of 
prices  would  also  have  been  curbed.  If  trade  unions  had  used  their 
power  to  keep  wage  advances  in  line  with  increases  in  general  pro- 
ductivity, the  rise  in  the  level  of  prices  would  again  have  been 
checked.  If  business  concerns  had  used  fully  their  power  to  absorb 
rising  wage  costs,  we  would  again  have  had  a  brake — though  a 
much  less  effective  one — on  the  rise  of  the  price  level.  Restraint 
was  undoubtedly  practiced  by  many  of  the  participants  in  the 
economic  process  during  the  post-war  period.  By  and  large,  how- 
ever, the  opportunities  for  getting  higher  wages  and  higher  prices, 
which  were  generated  by  expanding  monetary  demand,  were  very 
actively  exploited. 

The  broad  results  are  entirely  familiar.  Between  1946  and  1956 
the  wholesale  price  level  rose  45  percent  and  the  consumer  price 
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level  rose  39  percent.  If  we  omit  1946,  when  reported  prices  did 
not  as  yet  reflect  adequately  the  restoration  of  free  markets,  the 
increases  are  much  smaller  but  still  very  substantial:  19  percent 
for  wholesale  and  22  percent  for  consumer  prices.  Wages  rose  even 
more  rapidly.  Labor  compensation  per  hour  in  the  private  non- 
agricultural  sector  of  the  economy  moved  up  6 1  percent  between 
1947  and  1956,  while  nonagricultural  prices  at  wholesale  rose 
28  percent. 

The  movement  of  prices  was,  of  course,  uneven.  The  average 
price  received  by  farmers  for  their  products  was  lower  in  1956 
than  in  1947  and  no  higher  than  in  1946.  Wholesale  prices  of 
processed  foods  and  of  other  non-durables  rose  moderately.  On 
the  other  hand,  spectacular  increases  occurred  in  the  markets  for 
capital  goods,  which  were  particularly  favored  by  the  expanding 
demand.  By  1956  the  prices  of  durable  consumer  goods  at  whole- 
sale were  on  the  average  26  percent  above  1947.  The  prices  of 
durable  producer  goods  were  49  percent  higher  and  of  construc- 
tion materials  41  percent' higher.  The  pressure  of  demand  on  the 
capital  goods  industries  made  itself  felt  even  in  years  when  aggre- 
gate economic  activity  receded.  Prices  of  durable  goods,  as  well 
as  of  the  materials  from  which  they  are  fashioned,  rose  on  the 
average  between  1948  and  1949  despite  some  decline  in  the  over- 
all wholesale  price  level.  They  rose  again  between  1953  and  1954 
when  the  over-all  price  level  remained  unchanged. 

The  heavy  concentration  of  demand  on  capital  goods  had  reper- 
cussions that  were  felt  throughout  the  economy.  This  demand 
could  hardly  have  attained  the  immense  proportions  of  the  post- 
war years  without  an  enormous  expansion  of  credit.  Nor  did  the 
effects  of  buying  on  credit  stop  with  the  capital  goods  industries. 
The  incomes  disbursed  by  these  industries  were  in  largest  part 
spent  rather  promptly  by  the  consuming  public  on  all  sorts  of 
goods,  the  production  of  which  in  turn  generated  new  incomes 
and  again  stimulated  new  spending.  But  if  credit  expansion  was  a 
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key  factor  in  the  price  inflation  since  the  war,  so  also  was  the  influ- 
ence of  trade  unions.  Their  power  in  the  capital  goods  industries 
is  great.  They  used  it  to  win  substantial  increases  in  wages  and 
related  benefits  for  their  members  and  thereby  set  the  pace  for 
wage  negotiations  in  other  industries.  In  view  of  the  favorable 
state  of  demand,  producers  in  the  capital  goods  industries  were 
usually  in  a  position  to  reduce  or  escape  the  pressure  of  rising  labor 
costs  by  charging  higher  prices.  They  did  so  with  considerable 
frequency,  and  sometimes  even  raised  prices  beyond  what  their 
increased  labor  costs  might  justify.  The  capital  goods  industries 
thus  became  the  principal  center  from  which  advances  in  costs  and 
prices  spread  through  the  economy. 

Ill 

The  driving  force  of  demand  during  the  post-war  years  should  not 
blind  us,  however,  to  the  countervailing  forces  on  the  side  of  sup- 
ply. When  demand  exceeds  supply  at  existing  prices,  the  market 
processes  of  our  economy  can  be  counted  on  to  work  at  least  a 
partial  cure  with  the  passage  of  time.  They  have  done  so  on  an 
impressive  scale.  With  jobs  plentiful  and  well  paid,  the  labor  force 
has  grown  more  rapidly  than  the  population  of  working  age.  Re- 
search and  development  activities  have  added  dramatically  to  the 
variety  of  materials,  products,  or  processes  in  many  branches  of 
industry.  While  the  heavy  expenditures  on  plant  and  equipment 
have  put  pressure  on  available  resources  and  helped  to  raise  the 
prices  of  metals,  building  supplies,  machinery,  and  labor,  they 
have  also  resulted — though  with  an  unavoidable  lag — in  a  great 
expansion  of  industrial  capacity  and  in  widespread  installation  of 
modern  and  cost-reducing  processes.  Mechanization  and  system- 
atic planning  have  spread  beyond  the  industrial  shop.  They  have 
assumed  an  important  role  in  ofiice  work  and  have  become  almost 
as  typical  of  the  farm  as  of  the  factory.  As  a  result,  productivity 
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has  increased  rapidly  in  both  industry  and  agriculture,  and  even 
more  rapidly  in  the  latter  than  in  the  former.  How  powerfully  the 
improvements  in  productivity  have  served  to  check  rising  costs  is 
evident  from  the  fact  that  the  money  cost  of  labor  per  unit  of  out- 
put in  the  private  nonagricultural  economy  increased  only  28 
percent  between  1947  and  1956,  in  the  face  of  an  advance  of 
61  percent  in  the  average  hourly  compensation  of  labor. 

Just  as  improving  productivity  has  exercised  a  brake  on  in- 
creases in  unit  costs  of  production,  so  business  competition  has 
helped  to  keep  prices  in  check.  Sellers'  markets,  which  were  the 
broad  rule  right  after  the  war,  gradually  became  fewer.  Indeed, 
much  of  our  recent  business  investment  and  progress  in  produc- 
tivity was  itself  stimulated  by  the  intense  competition  that  devel- 
oped in  industry.  To  put  their  expanded  facilities  to  reasonably 
full  use,  increasing  numbers  of  producers  again  sought  out  cus- 
tomers aggressively.  The  art  of  salesmanship,  which  had  fallen 
into  disuse  during  the  1940's,  came  again  to  be  practiced  with 
vigor  and  ingenuity.  The  pace  of  competition  became  especially 
keen  in  retail  markets  as  new  methods  of  distribution — of  which 
the  discount  house,  supermarket,  and  suburban  shopping  center 
are  representative — spread  rapidly.  A  broad  tendency  toward 
declining  profit  margins  developed.  While  only  moderate  and 
irregular  in  the  case  of  manufactures,  this  tendency  became  quite 
pronounced  for  the  distributive  trades. 

The  countervailing  forces  on  the  side  of  supply  came  clearly  to 
the  surface  during  1948-49  when  the  first  post-war  buying  wave 
receded.  They  became  more  prominent  once  the  rush  of  buying 
that  accompanied  the  outbreak  of  hostilities  in  Korea  subsided. 
The  pace  of  adjustment  varied  widely  from  one  industry  to  an- 
other. But  abundance  of  goods  and  subdued  prices,  while  most 
prominent  in  agriculture,  became  fairly  widespread  over  the  next 
few  years.  From  1952  through  1 954  the  average  level  of  industrial 
as  well  as  agricultural  prices  at  wholesale  remained  below  the 
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levels  reached  in  1951.  During  1952  the  over-all  level  of  con- 
sumer prices  stabilized,  then  pursued  a  remarkably  steady  course 
until  the  spring  of  1956.  The  decline  of  food  prices  contributed  to 
this  stabiHty,  but  so  too  did  the  declines  in  other  categories  of 
goods — particularly  the  prices  of  household  appliances,  which 
tumbled  in  the  wake  of  competition  stirred  up  by  the  soaring  prices 
of  the  immediate  post-war  years.  Between  March  1952  and  March 
1956  the  average  price  of  foods  fell  3  percent  and  the  average 
price  of  commodities  other  than  foods  fell  2.2  percent.  The  decline 
of  commodity  prices  was  offset,  however,  by  the  steadily  rising 
prices  of  services,  which  to  a  considerable  extent  reflected  rising 
wages  in  a  range  of  industries  with  sluggish  productivity. 

IV 

We  are  now  in  a  position  to  examine  more  closely  the  price  devel- 
opments of  the  past  two  or  three  years.  The  stability  of  consumer 
prices  which  ruled  between  1952  and  the  spring  of  1956  proved 
ephemeral.  After  the  mild  recession  which  followed  the  close  of 
hostilities  in  Korea,  another  great  buying  wave  got  under  way  in 
the  late  summer  of  1954.  Production  rose  sharply,  first  in  a  few 
industries,  later  on  a  wide  front.  Within  a  year,  the  moderate 
amount  of  unemployment  that  had  accumulated  in  preceding 
months  was  wiped  out.  The  price  level  remained  stable  for  a  time, 
notwithstanding  the  wide  and  rapid  advance  of  economic  activity. 
But  aggregate  expenditure  for  capital  goods  kept  increasing  even 
after  activity  in  the  home-building  and  automobile  industries  re- 
ceded. Credit  expanded  at  a  very  fast  rate,  just  as  it  did  at  the  time 
of  the  Korean  upsurge.  During  1955  and  1956,  individuals  and 
corporations  added  73  billion  dollars  to  their  debt — an  increase  of 
21  percent  in  two  years.  States  and  localities  increased  their  in- 
debtedness by  9  billion — a  rise  of  28  percent.  Although  the  money 
supply  proper  grew  by  only  5  billion  doUars,  the  combined  supply 
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of  money  and  its  close  substitutes  grew  by  30  billion.  Meanwhile, 
with  the  economy  working  at  practically  full  capacity,  the  rate  of 
increase  in  physical  output  declined  materially  and  the  rate  of 
increase  in  industrial  productivity  declined  even  more.  Wages,  on 
the  other  hand,  advanced  energetically.  In  these  circumstances, 
prices  neither  could  nor  did  remain  stable.  By  mid- 1955  the  level 
of  wholesale  prices  began  moving  up  again.  Nine  months  later 
consumer  prices,  of  foods  as  weU  as  of  most  other  items,  visibly 
joined  the  rising  procession.  In  the  race  between  demand  and  sup- 
ply, demand  once  more  proved  the  stronger. 

The  expansion  of  economic  activity  between  the  summer  of 
1954  and  the  summer  of  this  year  comes  closer  to  what  we  used  to 
consider  a  normal  business  expansion  than  any  that  we  have  had 
since  the  1920's.  Every  sustained  spending  wave  that  occurred 
between  1939  and  1954  was  heavily  influenced,  if  not  dominated, 
by  war  finance  or  its  sequelae.  This  expansion,  on  the  other  hand, 
was  largely  a  civilian  affair.  It  was  also  marked  by  the  emergence 
of  a  federal  surplus  and  rising  interest  rates,  which  set  it  apart 
from  what  happened  during  the  1930's.  Some  observers  seem  to 
have  taken  these  facts  to  mean  that  we  have  of  late  been  experi- 
encing a  new  type  of  inflation.  However,  as  far  as  recent  price 
behavior  is  concerned,  the  fundamental  factors  have  been  the 
great  increase  of  aggregate  demand,  the  concentration  of  spend- 
ing on  capital  goods,  the  rapid  increase  of  debt,  and  the  substantial 
rise  of  wages.  The  economic  expansion  since  1954  shares  these 
features  with  the  entire  post-war  expansion.  It  also  shares  them 
with  each  of  the  shorter  buying  waves  since  the  war,  as  well  as  with 
many  other  cyclical  expansions  that  have  marked  the  nation's  de- 
velopment across  the  decades. 

One  of  the  plainest  teachings  of  history  is  that  rising  prices  are 
a  recurring  feature  of  the  expanding  phase  of  the  business  cycle. 
Apart  from  the  degree  of  rise,  they  are  just  as  characteristic  of  the 
expansions  that  are  generated  by  private  activities  as  of  expansions 
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that  are  dominated  by  war  or  other  governmental  influences.  Some 
advance  of  the  price  level  is  therefore  to  be  expected  in  the  course 
of  a  new  business  expansion — particularly  when  it  attains,  as  in 
the  recent  instance,  the  proportions  of  a  boom. 

The  average  increase  of  8  percent  in  wholesale  prices  between 
December  1954  and  August  1957,  viewed  coldly  as  a  fact,  is  not 
out  of  hne  with  past  experience.  The  like  is  true  of  the  6  percent 
increase  of  consumer  prices.  We  have  become  accustomed  to  think- 
ing of  the  decade  of  the  1920's  as  a  time  of  general  stability  in 
wholesale  and  consumer  prices.  Yet  the  wholesale  price  index  rose 
1 0  percent  between  June  1 924  and  November  1 925,  while  the  con- 
sumer price  index  rose  6  percent  between  August  1 924  and  April 
1926.  In  the  century  between  1850  and  1950,  we  experienced 
23  sustained  advances  in  the  wholesale  price  level,  each  of  which 
was  followed  by  a  sustained  decline.  When  we  put  aside  the  war 
years  and  the  immediate  post-war  years,  the  number  of  full  price 
cycles  reduces  to  18.  The  average  rise  of  wholesale  prices  during 
the  ascending  phase  of  these  cycles  was  1 7  percent,  or  about  twice 
the  rise  in  the  present  instance.  If  we  bear  in  mind  the  magnitude  of 
the  recent  boom — its  extraordinary  intensity,  its  world-wide  char- 
acter, and  its  heavy  concentration  on  capital  goods — the  remark- 
able thing  is  not  that  prices  have  recently  risen  but  that  they  have 
risen  so  Httle.  Nevertheless,  as  we  shall  presently  see,  a  moderate 
advance  of  prices  during  an  economic  expansion  may  have  more 
serious  consequences  in  our  current  environment  than  did  large 
advances  in  earlier  times. 


We  may  still  be  in  a  phase  of  rising  consumer  prices,  and  it  is 
entirely  possible  that  the  numerical  comparisons  I  have  just  made 
will  look  very  different  a  year  or  two  from  now.  However  that  may 
turn  out,  it  seems  unlikely  that  the  over-all  rise  in  prices  will  be 
appreciably  extended  over  the  months  immediately  ahead.  Since 
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the  fall  of  1956,  signs  have  multiplied  that  the  boom  in  the  capital 
goods  industries  is  tapering  off.  Of  late,  businessmen  have  been 
adding  very  cautiously  to  their  inventories  or  actually  reducing 
them.  Retail  sales  have  been  rising  until  recent  weeks,  but  only  at 
a  modest  rate.  New  orders  flowing  to  manufacturing  firms  have 
failed  to  keep  pace  with  their  sales  since  the  beginning  of  the  year. 
Unemployment  has  increased  somewhat.  The  prices  of  many  raw 
materials  have  been  falling  steadily  of  late.  The  advance  of  the 
wholesale  price  level  has  slowed  down  perceptibly  during  the  past 
six  or  nine  months.  And,  although  consumer  prices  have  risen 
briskly  much  of  this  year,  it  is  well  to  keep  in  mind  their  normal 
tendency  to  lag  behind  wholesale  prices.  On  the  basis  of  the  evi- 
dence now  at  hand,  it  can  hardly  be  said  that  our  economy  is  faced 
with  a  threat  of  inflation  over  the  months  immediately  ahead. 

Taking  a  longer  view,  we  may  expect  that  the  gathering  forces 
of  supply,  which  have  done  much  to  restrain  recent  price  advances, 
will  continue  to  do  so  in  the  years  ahead.  The  capacity  of  the  metal, 
machinery,  equipment,  chemical,  and  other  industries  is  continu- 
ing to  expand  rapidly.  Research  and  development  activities  are 
proceeding  vigorously  and  on  a  wide  front.  Indeed,  the  pace  has 
been  quickening,  partly  because  markets  are  generally  expected 
to  grow,  partly  in  response  to  the  upward  tendency  of  wages,  and 
partly  because  of  the  need  felt  by  progressive  business  firms  to 
match  or  surpass  what  their  competitors  may  have  to  offer.  It  has 
been  estimated  that  over  7  billion  doUars  will  be  spent  this  year  on 
research  and  development  work,  and  that  the  figure  will  exceed 
9  billion  by  1 960.  In  view  of  this  unique  and  expanding  effort,  and 
of  the  modernization  and  improvement  of  our  growing  industrial 
plant,  gains  in  productivity  may  be  expected  to  accumulate  on  a 
very  substantial  scale  over  the  coming  years. 

We  may  also  expect  consumer  markets  to  remain  intensely  com- 
petitive and  to  reflect  the  widening  gains  in  productivity.  Even  the 
upward  push  of  service  items  on  the  consumer  price  level  may 
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abate  in  the  years  ahead.  The  process  of  "catching  up"  to  the  great 
inflation  of  the  1940's,  which  is  still  going  on  in  the  case  of  dwell- 
ing rents,  medical  fees,  and  other  lagging  items,  is  probably  largely 
completed  by  now.  Mechanization  bids  fair  to  reach  various  of  the 
manual  services  which  hitherto  have  eluded  it.  And,  although  re- 
tail margins  are  more  likely  to  rise  somewhat  than  to  decline 
further,  it  seems  probable  that  marketing  research  will  become 
more  penetrating  and  in  time  enable  primary  producers  and  manu- 
facturers to  lower  their  unit  costs  of  distribution  materially.  With 
industrial  capacity  expanding,  productivity  rising,  the  abundance 
and  variety  of  consumer  articles  increasing,  and  our  international 
trade  growing,  we  may  justly  expect  competition  for  the  con- 
sumer's dollar  to  be  very  keen  in  the  years  ahead. 

In  view  of  these  prospects,  there  can  be  no  danger  of  a  galloping 
or  runaway  inflation  in  the  reckonable  future  unless  our  monetary 
and  fiscal  policies  become  utterly  reckless.  I  see  no  reason  for 
expecting  that  to  happen.  The  money  supply  has  been  under  close 
control  since  1951.  It  increased  merely  4  percent  between  the  end 
of  1954  and  the  end  of  1956,  while  the  nation's  physical  output  of 
goods  and  services  was  increasing  by  10  percent.  This  year  there 
has  been  only  a  small  further  addition  to  the  stock  of  money.  To 
be  sure,  the  supply  of  money  substitutes  has  increased  very  abun- 
dantly in  recent  years.  Nevertheless,  as  long  as  the  authorities 
continue  to  keep  the  growth  in  the  supply  of  money  itself  under 
reasonably  effective  control — and  there  is  no  reason  at  present  to 
doubt  either  their  ability  or  inclination  to  do  so — we  may  have 
troublesome  and  even  substantial  advances  in  the  price  level,  but 
we  can  rule  out  any  danger  of  a  runaway  inflation. 

The  possibility  of  a  gradual  or  creeping  inflation  cannot  be  dis- 
missed so  readily.  I  have  previously  observed  that  the  price  level 
has  usually  risen  during  peacetime  business  expansions,  to  say 
nothing  of  those  dominated  by  war.  In  the  long  past,  however, 
prices  have  on  the  average  declined  during  business  contractions 
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by  about  as  much  as  they  have  risen  during  expansions.  In  such 
circumstances  it  was  reasonable  to  suppose,  whether  a  particular 
rise  of  the  price  level  was  moderate  or  vigorous,  that  all  or  most 
of  the  rise  would  be  erased  during  the  next  downswing  or  two  of 
the  business  cycle.  Recent  price  history  would  not  justify  a  similar 
expectation.  Since  1933,  the  price  level  has  declined  only  mod- 
erately if  at  all  during  business  contractions,  despite  its  substantial 
advances  during  business  expansions.  The  outstanding  and  un- 
usual feature  of  recent  price  history  is  the  stability  of  the  price  level 
during  the  recession  of  1953-54  rather  than  the  advance  that  has 
occurred  since  then. 

If  each  business  expansion  starts  from  a  higher  price  level  than 
did  the  one  preceding  it,  the  trend  of  prices  is  unmistakably  up- 
ward. Statistically  speaking,  that  is  where  we  have  been  since 
1933.  We  must  not  overlook  the  fact  that  efforts  to  engineer  a 
recovery  of  prices  as  well  as  of  production  from  a  catastrophic 
depression  dominated  the  1930's,  or  that  war  finance  and  its 
monetary  legacy  dominated  the  1940's,  or  that  the  new  hostilities 
in  Korea  greatly  influenced  the  behavior  of  prices  during  1950 
and  1951.  A  trend  that  encompasses  such  unique  episodes  may 
have  little  relevance,  as  such,  to  the  long-run  outlook  for  prices. 
It  would  be  just  as  arbitrary  to  project  mechanically  the  trend  of 
the  wholesale  or  the  consumer  price  level  since  1933  into  the 
future  as  it  would  be  to  assume  that  the  economic  convulsions  of 
the  past  quarter  century  will  be  repeated  in  the  next. 

There  is,  however,  one  factor  which  rather  sharply  differentiates 
the  environment  of  price  formation  during  the  past  quarter  cen- 
tury from  earlier  times,  and  that  is  the  increased  concern  of  gov- 
ernment with  the  maintenance  of  prosperity  and  the  avoidance  of 
depression.  Governmental  poUcies  aiming  at  full  employment  have 
certainly  not  been  uniformly  successful.  Nevertheless,  they  have 
served  on  the  whole  to  prolong  or  intensify  business  expansions 
and  to  moderate  decUnes,  and  they  have  consequently  left  their 
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mark  on  both  economic  activity  and  prices.  There  can  be  Httle 
doubt  that  the  maintenance  of  prosperity  will  continue  to  be  a 
vital  objective  of  governmental  economic  policies.  And  while  it 
is  most  unlikely  that  recessions  will  be  avoided  in  the  future,  it  is 
reasonable  to  expect  that  our  government  will  ordinarily  be  wise 
enough  to  move  in  sufficient  time  and  on  a  sufficient  scale  to  pre- 
vent recessions — whether  they  arise  from  domestic  or  foreign 
developments  —  from  degenerating  into  severe  or  protracted 
slumps.  Experience  both  before  and  after  1933  suggests,  however, 
that  when  expansions  are  long  or  vigorous,  the  price  level  tends  to 
rise  substantially,  and  that  when  contractions  are  brief  or  mild,  the 
decline  in  the  price  level  tends  to  be  small.  To  the  extent  that 
governmental  policies  succeed  in  prolonging  or  intensifying  ex- 
pansions and  checking  contractions,  there  is  a  presumption  that 
the  broad  trend  of  the  price  level  will  be  gradually  upward. 

The  way  in  which  labor  markets  function  in  our  generation 
strengthens  this  presumption.  When  the  demand  for  goods  and 
services  expands,  production  can  be  increased  for  a  time  by  mak- 
ing more  effective  use  of  the  labor  of  those  already  at  work  or  by 
lengthening  the  work  week.  But  as  demand  continues  to  expand, 
business  managers  soon  find  it  more  profitable  to  enlarge  their 
work  force  than  to  utilize  it  more  intensively.  Employment  there- 
fore increases  with  production,  though  as  a  rule  at  a  slower  rate. 
If  considerable  unemployment  exists,  the  expansion  of  jobs  for  a 
time  has  little  influence  on  wage  rates.  However,  unemployment  is 
apt  to  be  distributed  quite  unevenly  among  different  occupations 
and  locahties.  Therefore,  while  most  employers  may  be  able  to 
expand  their  work  force  at  going  wage  rates,  some  firms  find  it 
necessary  to  pay  higher  wages  to  attract  new  workers  to  their 
shops  or  even  to  keep  those  they  already  have.  As  the  expansion 
of  business  spreads  across  the  economy,  more  and  more  employers 
find  themselves  in  this  position.  At  times  trade  unions  accelerate 
this  process  of  raising  wages.  They  certainly  do  little,  if  anything. 
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to  keep  wages  from  outrunning  increases  in  general  productivity. 
Nevertheless,  wages  would  tend  to  rise  in  a  period  of  intense  and 
expanding  economic  activity  even  if  there  were  no  trade  unions. 
The  behavior  of  wages  during  the  century  prior  to  1930,  when 
trade  unions  counted  in  only  a  small  sector  of  the  economy,  leaves 
no  doubt  on  this  point. 

It  is  during  periods  of  contraction  rather  than  of  expansion  that 
trade  unions  nowadays  wield  their  great  economic  power  deci- 
sively. As  a  result  of  then:  efforts,  organized  workers  are  able 
during  periods  of  declining  business  activity  to  hold  on,  as  a  rule, 
to  the  wage  rates  and  fringe  benefits  that  had  been  estabUshed 
during  the  preceding  phase  of  expanding  activity.  Not  only  that, 
but  trade  unions  not  infrequently  find  it  possible  to  improve  wages 
and  other  working  conditions  even  in  times  of  recession.  Annual 
wage  increases  have  come  to  be  regarded  by  many  trade  unions  as 
a  matter  of  right,  or  at  least  as  a  matter  of  course.  In  the  hope  of 
restraining  wage  increases  or  to  win  a  sense  of  security  in  their 
operations,  many  employers  have  entered  into  long-term  agree- 
ments with  trade  unions,  which  specify  wage  increases  that  are  to 
become  effective  at  future  dates  without  regard  to  the  state  of 
business  that  may  then  prevail.  Escalator  clauses,  which  tie  wage 
rates  to  the  index  of  the  cost  of  living,  have  also  become  fairly 
common.  They  too  may  easily  result,  if  only  because  of  the  tend- 
ency of  consumer  prices  to  lag  behind  downturns  in  general 
economic  activity,  in  automatic  wage  increases  at  a  time  when 
production  and  employment  are  faUing  off. 

In  consequence  of  these  developments,  the  resistance  of  wages 
to  downward  adjustments,  which  has  always  been  characteristic  to 
some  degree  of  the  labor  market,  has  been  greatly  strengthened 
in  recent  decades.  During  the  severe  business  contraction  of  1920- 
21 ,  average  hourly  earnings  in  manufacturing  decHned  22  percent. 
However,  during  the  contraction  of  1937-38,  which  was  of  about 
the  same  order  of  magnitude  as  the  contraction  of  1920-21,  aver- 
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age  hourly  earnings  declined  only  1  percent.  Again,  the  mild 
business  contractions  of  1923-24  and  1926-27  were  in  many 
respects  similar  to  those  of  1948-49  and  1953-54.  Yet,  average 
hourly  earnings  in  manufacturing  responded  with  small  decHnes 
to  the  former  contractions  but  hardly  budged  during  the  latter. 
The  increased  ability  of  wages  to  weather  economic  declines  is 
even  larger  than  appears  to  be  the  case  from  the  wage  records  that 
I  have  just  cited.  These  omit  most  fringe  benefits,  the  cost  of  which 
to  employers  has  risen  much  more  rapidly  in  the  post-war  period 
than  the  cost  of  straight  wages. 

To  be  sure,  if  we  think  of  the  economy  as  a  whole,  the  upward 
push  of  wages  that  is  common  to  expansions  is  apt  to  be  sharply 
reduced  or  even  halted  during  recessions.  If  productivity  con- 
tinues to  increase,  labor  costs  per  unit  of  output — again  taking 
experience  broadly — may  therefore  stop  rising  or  even  decHne 
somewhat.  With  demand  decUning  and  unit  labor  costs  no  longer 
rising,  business  competition  will  tend  to  bring  about  lower  prices. 
But  this  tendency  will  be  weakened  if  productivity  fails  to  increase 
during  the  recession,  which  not  infrequently  will  prove  to  be  the 
case.  And  even  if  productivity  rises,  the  tendency  toward  lower 
prices  is  apt  to  be  Umited  during  a  mild  recession.  In  the  first  place, 
many  businesses  nowadays  prefer  to  compete  on  the  basis  of  the 
quality  of  the  product  or  the  service  accompanying  its  sale  rather 
than  on  the  basis  of  price.  In  the  second  place,  prices  cannot  fall 
for  long  below  costs  of  production,  and  costs  are  Hkely  to  remain 
high  on  account  of  the  rigidity  of  wages.  To  be  sure,  if  a  protracted 
and  severe  depression  ever  developed,  prices  would  decline  sharply 
and  wages  too  would  prove  flexible  in  the  end — perhaps  even  on 
a  tragic  scale.  But  as  I  have  already  noted,  this  route  to  lower 
prices  is  likely  to  be  blocked  by  governmental  policy.  Hence,  while 
the  price  level  may  well  decline  in  the  course  of  such  recessions  as 
occur  in  the  future,  it  is  doubtful  whether  it  will  do  so  on  a  sufficient 
scale  to  offset  the  price  increases  generated  in  the  course  of  eco- 
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nomic  expansions.  Or,  to  return  to  our  inunediate  situation,  the 
seriousness  of  the  rise  in  the  consumer  price  level  during  the  past 
year  or  two  rests  not  so  much  on  the  magnitude  of  the  rise,  which 
in  fact  has  not  been  especially  large  by  historical  standards,  as  on 
the  likelihood  that  this  advance  in  prices,  unlike  price  increases  in 
a  more  distant  past,  will  prove  to  be  at  least  partly  irreversible. 

VI 

The  conclusion  to  which  these  speculations  lead  me  is  that,  while 
there  is  no  serious  threat  of  inflation  in  the  months  immediately 
ahead  and  while  the  danger  of  a  runaway  inflation  can  be  prac- 
tically dismissed  for  the  reckonable  future,  our  economy  is  faced 
with  a  threat  of  gradual  or  creeping  inflation  over  the  coming  years 
and  decades.  This  conclusion  is  based  on  the  tacit  assumption, 
which  I  would  justify  on  grounds  of  prudence,  that  increases  in 
productivity  are  unlikely  to  be  much  faster  in  the  next  generation 
than  in  the  years  since  the  war.  Our  conclusion,  however,  rests 
also  on  another  assumption:  namely,  that  pubUc  policies  for  re- 
sisting inflation  will  be  no  more  energetic  in  the  future  than  they 
have  been  during  the  past  decade  or  two.  I  trust  that  we  will  be 
wise  enough  as  a  people  to  discredit  this  assumption  and  that  we 
shall  thus  avert  the  threat  of  creeping  inflation  that  now  faces  us. 
It  is  highly  important  that  we  try  to  manage  our  economic  affairs 
so  as  to  stop  the  upward  drift  of  the  price  level.  True,  a  gradual 
inflation  does  not  carry  the  horrors  of  a  runaway  inflation.  But 
even  a  price  trend  that  rises  no  more  than  1  percent  a  year  will  cut 
the  purchasing  power  of  the  dollar  by  over  a  fifth  in  twenty-five 
years,  while  an  average  rise  of  prices  of  2  percent  a  year  wiU  cut 
the  purchasing  power  of  the  dollar  by  nearly  two-fifths.  Such  a 
slow  but  persistent  rise  in  the  price  level,  to  say  nothing  of  stronger 
doses  of  inflation,  is  bound  to  deal  harshly  with  the  plans  and  hopes 
of  millions  of  people  in  the  course  of  a  generation.  We  sometimes 
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overlook  the  fact  that  consumers,  on  balance,  are  the  major  credi- 
tors of  our  economy,  while  the  federal  government,  state  and  local 
governments,  and  business  corporations  are  the  debtors.  Holdings 
of  liquid  assets,  combined  with  equity  in  life  insurance  policies 
and  retirement  funds,  exceed  the  indebtedness  of  every  income 
group  of  our  population.  The  same  is  true  of  every  occupational 
group  and  of  every  age  group  except  the  newly  married.  Any  in- 
crease in  the  price  level  therefore  reaches  into  the  pocketbooks  of 
the  great  masses  of  people  and,  if  it  continues  for  many  years,  it 
will  impoverish  substantial  numbers  who  lack  the  knowledge  or 
the  means  for  a  proper  defense  against  inflation.  Various  worth- 
while programs  have  been  developed  in  recent  times  for  improving 
the  economic  status  of  people  who  have  been  left  behind  by  the 
onrush  of  progress,  and  it  is  desirable  that  these  programs  be  ex- 
tended. However,  our  best  efforts  in  behalf  of  economic  and  social 
reform  will  surely  be  weakened,  and  they  may  be  entirely  frus- 
trated, by  the  tendency  of  inflation  to  keep  adding  to  the  list  of 
people  facing  hardship  or  distress. 

A  persistent,  albeit  a  gradual,  inflation  need  not  mark  our 
economic  future.  I  have  faith  that  we  will  work  out  an  acceptable 
solution  of  the  problem  of  creeping  inflation,  because  I  see  eco- 
nomic literacy  spreading  among  the  American  people.  Knowledge 
of  economic  phenomena,  of  their  causes  and  consequences,  is  no 
longer  confined  to  specialists.  Nowadays,  great  numbers  of  citizens 
understand  that  inflation,  whether  it  be  gradual  or  galloping,  can 
wipe  out  their  savings  just  as  effectively  as  can  prolonged  unem- 
ployment. They  understand  that  inflation  creates  diflficulties  for 
many  salaried  workers  as  weU  as  for  those  living  on  pensions  or  on 
income  from  fixed-interest  securities.  They  know  that  inflation 
may  reduce  our  nation's  ability  to  seU  in  foreign  markets.  They 
know  that  even  a  gradual  inflation  distorts  the  calculation  of 
profits  and  therefore  can  impair  the  growth  of  businesses  on  which 
they  depend  for  their  livelihood  or  advancement.  They  know  that, 
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without  giving  any  notice,  a  gradual  inflation  may  stop  being  grad- 
ual, gather  momentum,  and  eventually  lead  to  depression  and 
unemployment.  Most  important  of  all,  they  know  that  inflation  is 
not  an  act  of  God,  and  they  believe  that  a  mature  people  should 
be  able  to  conduct  their  private  and  public  affairs  so  as  to  avoid 
both  depression  and  inflation. 


Chapter  Two 


Dealing  with  Recession  and  Inflation 


THE  PRESSURE  for  cconomic  improvement,  which  is  now  being 
felt  everywhere  in  the  world,  has  been  a  dominant  force 
throughout  our  nation's  history.  The  typical  American  worker  has 
not  been  content  with  a  good  income  or  a  decent  standard  of  Uving. 
He  has  striven  to  improve  his  skills,  to  increase  his  income,  and  to 
raise  the  standard  of  living  of  his  family.  The  typical  business 
manager  has  not  been  content  to  run  an  efficient  enterprise.  He  has 
striven  to  equip  it  with  the  most  modern  contrivances,  to  improve 
its  products  or  services,  and  to  expand  sales.  The  typical  investor 
has  not  been  content  with  a  modest  return  on  a  safe  investment. 
He  has  willingly  risked  capital  to  create  economic  opportunity — 
by  exploring  new  processes,  experimenting  with  new  products, 
building  new  facilities,  and  developing  new  markets.  Our  economy 
has  grown  rapidly  because  we  had  faith  in  ourselves,  because  we 
have  developed  institutions  that  encourage  enterprise  and  reward 
efficiency,  and  because  we  have  believed  in  progress  sufficiently  to 
put  enough  aside  from  our  current  income  to  expand  the  produc- 
tive plant  and  build  the  knowledge  that  would  be  needed  by  a 
venturesome  and  growing  population. 
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Americans  today  preponderantly  believe  in  economic  progress 
through  free  and  competitive  enterprise,  just  as  our  fathers  did. 
But  we  have  also  come  to  believe  that  progress  need  not  proceed 
as  fitfully  as  in  the  past.  Between  1854  and  1954  our  economy 
experienced  24  full  waves  of  expansion  followed  by  contraction. 
Most  of  these  setbacks  to  economic  growth  were  brief  and  mild. 
However,  some  were  severe,  as  in  1857-58  and  1907-08,  and 
others  were  protracted  as  well  as  severe,  as  in  the  1870's,  the 
1890's,  and  the  1930's.  Whenever  an  economic  depression  devel- 
oped, people  generously  shared  what  they  had  with  their  less  for- 
tunate neighbors.  Private  welfare  agencies  supplemented  these 
personal  efforts  by  distributing  provisions  to  the  needy,  and  local 
governments  occasionally  provided  work  relief.  Such  measures, 
however,  failed  to  reach  many  needing  assistance.  Sometimes  they 
added  to  the  feeling  of  degradation  produced  by  unemployment 
itself;  and  they  did  nothing  to  prevent  the  occurrence  of  economic 
slumps.  They  could  not  long  satisfy  the  requirements  of  a  society 
which,  in  the  process  of  undergoing  rapid  industriahzation,  was 
also  learning  how  to  express  its  aspirations  for  a  better  life  through 
the  ballot  boxes  of  democracy. 


The  concept  of  governmental  responsibility  for  moderating  eco- 
nomic fluctuations  developed  gradually  and  in  response  to  hard 
experience.  At  the  beginning  of  the  century,  public  officials  were 
already  searching  for  ways  of  dealing  with  the  most  dramatic  phase 
of  the  business  cycle — that  is,  the  prevention  of  financial  crises 
such  as  had  occurred  in  1893  and  in  1907.  The  violent  movements 
of  the  price  level  between  1914  and  1921  stimulated  the  authorities 
of  our  newly  organized  Federal  Reserve  System  to  concern  them- 
selves during  the  Twenties  with  the  moderation  of  price  fluctua- 
tions, in  the  hope  that  the  business  cycle  itself  might  to  some  degree 
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be  tamed  in  the  process.  After  the  stock  market  crash  of  1929, 
business  activity  kept  declining  for  many  months,  unemployment 
reached  proportions  hitherto  unexperienced,  and  general  discon- 
tent mounted.  Extensive  governmental  measures  to  stimulate 
recovery  of  employment,  production,  and  prices  became  unavoid- 
able. They  were  put  in  motion,  first  under  the  Hoover  Administra- 
tion, later  and  on  a  broader  scale  by  the  Roosevelt  Administration. 

Unemployment  finally  vanished  during  World  War  II,  but  the 
memory  of  its  ravages  during  the  1930's  remained  vivid.  As  the 
war  approached  a  close,  great  apprehension  was  felt  that  mass  un- 
employment might  return  once  milUons  of  men  were  released  by 
the  armed  forces  and  by  the  civiUan  establishments  then  engaged 
in  producing  war  goods.  To  register  the  nation's  determination 
that  this  must  not  happen,  the  Congress  passed  with  an  overwhelm- 
ing vote  of  the  members  of  both  our  major  parties  the  Employment 
Act  of  1946,  which  solemnly  declared  that  the  federal  government 
has  a  continuing  responsibility  to  use  all  practicable  means  to 
foster  free  competitive  enterprise,  to  prevent  or  moderate  economic 
fluctuations,  and  to  promote  maximum  employment,  production, 
and  purchasing  power. 

The  Employment  Act  reflects  a  revolutionary  change  in  eco- 
nomic and  political  thought.  Only  a  generation  ago,  men  con- 
cerned with  economic  affairs  typically  held  the  view  that  it  was 
best  to  allow  storms  of  business  depression  to  blow  themselves  out. 
They  knew,  of  course,  that  unemployment  and  business  failures  at 
times  increased  sharply.  They  deplored  such  developments,  and 
therefore  persistently  argued  for  monetary  stabiUty  and  the  pre- 
vention of  booms.  But  once  a  business  recession  got  under  way, 
they  were  incHned  to  oppose  any  large  governmental  efforts  to 
check  the  economic  decline.  In  response  to  such  proposals,  they 
often  took  the  position  that  economic  adversity  stimulated  people 
to  practice  thrift  and  industry,  that  it  served  to  redirect  or  weed 
out  inefficient  workmen  and  inefficient  enterprises,  and  that  eco- 
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nomic  progress  was  furthered  in  the  process.  Let  the  government 
raise  enough  taxes  to  cover  its  expenditures,  let  the  banks  maintain 
pressure  on  business  firms  to  Hquidate  excessive  inventories  and 
avoid  hazardous  undertakings,  let  the  financially  weak  firms  take 
down  their  shingles  and  put  up  their  shutters,  let  the  general  public 
practice  greater  frugality — incredible  though  it  may  now  seem, 
these  were  the  measures  for  curing  a  business  depression  that  were 
widely  and  effectively  advanced  a  mere  twenty  or  thirty  years  ago. 

The  great  depression  of  the  1 930's  and  the  international  troubles 
of  later  years  forced  most  of  us  to  re-examine  our  economic  ideas. 
From  personal  observation  or  experience  we  have  learned  that 
self-reliant  workers  as  well  as  the  shiftless  lose  their  jobs  when 
business  activity  falls  off  appreciably,  and  that  at  such  a  time  well- 
managed  enterprises  often  follow  the  inefficient  into  bankruptcy. 
We  have  learned  that  in  the  course  of  a  depression  many  men  lose 
faith  in  themselves,  and  that  some  lose  faith  even  in  our  economic 
and  political  institutions.  We  have  learned  that  economic  progress 
is  a  powerful  weapon  in  the  ideological  struggle  that  of  late  has 
been  stirring  men's  minds  in  distant  lands,  and  that  the  continuance 
of  prosperity  is  our  best  answer  to  the  Marxist  prophecy  of  crisis 
and  collapse  of  free  economies.  We  have  come  to  recognize  that  in 
an  age  of  international  turmoil  such  as  ours,  federal  tax  revenues, 
expenditures,  and  debt  transactions  are  bound  to  be  very  large,  and 
that  it  therefore  is  unrealistic  to  suppose  that  the  government  any 
longer  either  can  or  should  be  a  neutral  factor  in  the  economy. 

Although  our  ability  to  limit  recessions  and  prevent  depressions 
has  not  yet  been  fully  tested,  we  have  made  considerable  progress 
in  understanding  economic  fluctuations  and  we  have  learned  to 
profit  from  the  mistakes  of  the  past.  No  government  nowadays 
would  tolerate  the  destruction  of  one-third  of  the  nation's  money 
supply  during  a  period  of  depressed  economic  activity  and  prices. 
Yet  that  is  precisely  what  happened  between  the  fall  of  1929  and 
the  spring  of  1933.  No  monetary  authority  is  likely  to  repeat  in 
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the  near  future  the  blunder  of  the  Federal  Reserve  System  in  the 
autumn  of  1 93 1  when,  in  the  face  of  widespread  economic  fear  and 
trouble,  a  tightening  of  credit  was  allowed  to  occur.  Nor  has  the 
ineffectiveness  of  the  UberaUzing  actions  that  followed  in  early 
1932  escaped  the  attention  of  experienced  observers.  It  is  not 
enough  to  increase  the  availabihty  and  reduce  the  cost  of  credit 
during  the  declining  phase  of  a  business  cycle.  If  such  action  is  to 
be  effective,  it  must  come  when  the  level  of  business  and  consumer 
confidence  is  high.  This  condition  is  much  more  likely  to  prevail 
in  the  early  than  in  the  advanced  stage  of  a  business  contraction, 
particularly  if  the  government  pursues  policies  that  otherwise 
encourage  individual  enterprise. 

If  prosperity  is  to  flourish,  people  must  have  confidence  in  their 
own  economic  future  and  that  of  their  country.  This  basic  truth 
was  temporarily  lost  sight  of  during  the  1930's  in  the  process  of 
grafting  new  economic  ideas  and  practices  onto  the  old.  In  the  five 
years  from  1932  to  1936,  unemployment  at  its  lowest  was  9  mil- 
lion or  17  percent  of  the  labor  force;  at  its  highest  it  was  13  million 
or  25  percent  of  the  labor  force.  The  existence  of  such  vast  unem- 
ployment did  not,  however,  deter  the  federal  government  from 
imposing  new  tax  burdens.  Exemptions  under  the  individual  in- 
come tax  were  lowered  from  $3,500  to  $2,500  for  married  persons. 
The  minimum  rate  of  the  tax  was  raised  from  1 .5  to  4  percent,  and 
the  maximum  rate  from  25  to  79  percent.  The  exemption  of  divi- 
dends from  the  normal  tax  was  repealed.  The  tax  rate  on  capital 
gains  of  high  income  recipients  was  increased.  The  basic  tax  rate 
on  corporate  profits  was  raised  from  12  to  15  percent,  besides 
the  levying  of  a  capital  stock  tax.  An  undistributed  profits  tax  was 
imposed,  with  a  maximum  rate  of  27  percent.  The  exemption  under 
the  estate  tax  was  sharply  reduced,  while  the  maximum  rate  of  the 
tax  was  raised  from  20  to  70  percent.  A  new  gift  tax  was  enacted, 
with  a  maximum  rate  of  52  Vi  percent.  A  wide  variety  of  new  excise 
taxes  was  imposed — on  automobiles  and  parts,  cameras,  phono- 
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graph  records,  sporting  goods,  furs,  jewelry,  radios,  refrigerators, 
gasoline,  electrical  energy,  telephone  and  telegraph  messages,  and 
toilet  preparations.  For  a  time,  even  candy,  chewing  gum,  and  soft 
drinks  carried  excises,  as  did  checks  drawn  on  bank  accounts. 

The  Revenue  Act  of  1932  imposed  the  heaviest  of  these  in- 
creases of  taxation,  but  later  legislation  added  new  burdens  in 
quick  succession — in  1934,  1935,  and  again  in  1936.  People  were 
unprepared  for  tax  measures  of  such  severity.  The  new  taxes  en- 
croached on  the  spending  power  of  both  consumers  and  business 
firms  at  a  time  when  production  and  employment  were  seriously 
depressed.  Worse  still,  they  spread  fear  that  the  tax  system  was 
becoming  an  instrument  for  redistributing  incomes,  if  not  also  for 
punishing  success.  Greatly  increased  federal  spending  and  borrow- 
ing, which  accompanied  the  new  and  higher  taxes,  stirred  further 
doubt  in  the  minds  of  many  businessmen  and  investors  about  the 
country's  economic  future.  In  the  prevaiHng  atmosphere  of  uncer- 
tainty, much  of  the  constructive  legislation  of  the  time — as  in  the 
case  of  banking,  the  stock  market,  housing,  public  utilities,  and 
social  security — was  poorly  understood  and  likewise  viewed  with 
suspicion.  Innovation  and  investment  therefore  languished.  The 
effectiveness  of  the  government's  extensive  recovery  program  was 
reduced.  Although  economic  conditions  on  the  whole  improved, 
business  remained  sluggish  and  the  unemployed  still  numbered 
over  8  million  as  late  as  1940. 

From  the  storm  and  stress  of  the  1930's  our  economy  has  been 
able,  however,  to  draw  new  strength  in  more  recent  years.  The 
insurance  of  bank  deposits  and  of  savings  and  loan  accounts,  the 
long-term  amortizable  and  insured  mortgage,  unemployment  in- 
surance, and  tax  revenues  that  respond  sensitively  to  changes  in 
the  national  income — all  these  automatic  devices  for  curbing  the 
rapidity  with  which  a  recession  cumulates  are  an  inheritance  from 
that  decade.  More  important  still  is  the  emergence  of  an  attitude 
of  mind  which  refuses  to  accept  passively  the  antics  of  the  business 
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cycle  or  ways  of  dealing  with  recession  that  have  been  tried  and 
found  wanting. 

The  present  generation  looks  to  the  government  for  leadership 
in  reducing  economic  instability;  and  the  basis  for  this  confidence 
has  been  improving.  To  be  sure,  if  the  business  or  consuming  pub- 
lic chooses  to  speculate  widely  in  inventories,  a  general  curtailment 
of  production  is  bound  to  follow  sooner  or  later.  Or  if  plant  ex- 
pansion proceeds  with  great  rapidity  in  many  lines  of  activity  at 
the  same  time,  a  temporary  condition  of  overcapacity  may  easily 
develop  and  require  correction.  Nor  are  these  the  only  develop- 
ments that  can  cause  general  economic  activity  to  contract.  The 
essential  objective,  however,  is  not  to  prevent  all  contractions,  but 
rather  to  maintain  an  environment  that  curbs  excesses  from  which 
recessions  often  spring  and  to  keep  such  recessions  as  do  occur 
from  degenerating  into  severe  depressions.  Recent  history  indi- 
cates that  our  pubhc  policies  can  be  shaped  so  as  to  powerfully 
promote  this  broad  objective. 

II 

In  contrast  to  earlier  generations,  which  stressed  developments  in 
financial  and  commodity  markets,  the  modern  tendency  is  to  think 
of  business  recessions  largely  in  terms  of  unemployment.  Of  course, 
not  all  of  the  unemployment  that  exists  in  our  dynamic  society  is 
a  grave  social  evil  or  problem.  Some  unemployment  reflects  the 
fluctuations  of  the  seasons  or  the  frictions  of  the  labor  market, 
where  the  search  of  enterprising  men  and  women  for  better  work 
opportunities  is  always  important.  This  minimum  of  unemploy- 
ment is  practically  irreducible  over  any  short  period,  although  not 
in  the  long  run.  No  good  measure  of  it  is  available,  but  in  recent 
years  economists  have  commonly  taken  it  to  be  something  Uke 
4  percent  of  our  labor  force.  In  other  words,  a  condition  of  prac- 
tically full  employment  is  believed  to  exist  when  the  unemploy- 
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ment  rate  is  about  4  percent  or  smaller.  In  our  latest  encounter 
with  recession,  however,  the  government  did  not  allow  this  crude 
yardstick  or  any  other  convention  to  get  in  the  way  of  prompt 
counter-cyclical  action. 

When  economic  clouds  began  to  gather  in  the  late  spring  of 
1953,  the  government  was  alert  to  the  possible  danger  of  depres- 
sion. A  sizable  accumulation  of  inventories  by  retailers  and  whole- 
salers was  one  of  the  first  visible  signs  of  impending  trouble.  A 
decline  in  the  length  of  the  work  week  in  manufacturing  was  an- 
other. By  mid-year  it  became  clear  that  the  build-up  of  stocks  had 
been  involuntary.  Retail  sales  were  sluggish,  business  expenditures 
on  inventories  began  declining,  and  these  developments  were  soon 
aggravated  by  the  drop  of  miUtary  spending  which  followed  the 
cessation  of  hostilities  in  Korea.  The  efforts  of  businessmen  to 
adjust  inventories  to  current  sales  led  to  some  reduction  in  output, 
and  so  too  did  the  decline  of  governmental  expenditure,  particu- 
larly for  defense  outlays.  In  consequence,  employment  fell  off 
appreciably  in  manufacturing  industries,  and  to  some  degree  in 
other  parts  of  the  economy.  But  the  depression  that  many  feared 
or  expected  did  not  develop. 

In  its  new  role  of  responsibility  for  the  maintenance  of  the 
nation's  prosperity,  the  federal  government  deliberately  took 
speedy  and  massive  actions  to  build  confidence  and  pave  the  way 
for  renewed  economic  growth.  In  May  1953,  the  Federal  Reserve 
System  moved  to  ease  credit  conditions  by  embarking  on  extensive 
purchases  of  securities  in  the  open  market.  In  late  June  and  early 
July,  a  bolder  step  was  taken,  namely,  the  reserve  requirements  of 
member  banks  were  reduced.  This  shift  to  a  policy  of  credit  ease 
was  made  before  economic  activity,  viewed  in  the  aggregate,  had 
begun  declining.  In  September,  the  Secretary  of  the  Treasury  re- 
moved any  doubt  about  early  tax  cuts  by  announcing  that  the 
Administration  would  relinquish  the  excess  profits  tax  and  accept 
a  reduction  of  the  personal  income  tax,  both  of  which  were  sched- 
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uled  by  earlier  legislation  for  the  end  of  the  year.  This  unequivocal 
declaration  of  tax  policy,  like  the  earlier  moves  in  the  credit  sphere, 
was  made  when  the  reported  rate  of  unemployment  was  less  than 
2/2  percent.  By  January  1954,  when  the  President  submitted  his 
Economic  Report  to  the  Congress,  economic  activity  had  already 
been  receding  for  six  months.  The  latest  figure  of  unemployment 
then  stood  at  3  percent.  New  and  revised  statistics  which  showed 
more  serious  deterioration  were  not  as  yet  available.  But,  antici- 
pating some  extension  of  the  economic  decHne,  the  Economic 
Report  counseled  the  Congress  that  it  "makes  a  vital  difference 
whether  an  unemployment  rate  of  3  percent  is  reached  by  rising  up 
to  that  figure  or  declining  to  it,"  and  that  "prudence  as  well  as  zeal 
for  economic  improvement  require  that  pubUc  policy  contribute 
both  to  the  immediate  strength  of  the  economy  and  to  its  long-term 
growth." 

The  President  therefore  recommended  a  broad  program  of  leg- 
islation. High  on  the  list  were  tax  proposals  which,  besides  correct- 
ing various  personal  inequities,  would  serve  to  stimulate  business 
enterprise — through  liberalized  depreciation  allowances  on  new 
investments,  through  fuller  treatment  of  research  and  development 
outlays  as  current  expenses,  through  partial  tax  credits  to  recipients 
of  dividends  for  the  income  taxes  already  paid  by  corporations, 
and  through  the  extension  of  the  carryback  of  losses  in  reckoning 
income  for  tax  purposes.  These  reforms  of  the  tax  structure  were 
intended  to  supplement  the  removal  of  the  corporate  excess  profits 
tax  and  the  reduction  of  the  personal  income  tax,  averaging  about 
10  percent  for  most  taxpayers,  which  had  just  become  effective. 
The  President  also  requested  legislation  to  expand  the  scope  and 
raise  the  benefits  provided  by  the  old-age  and  unemployment  in- 
surance systems,  to  extend  and  Hberalize  credit  facilities  for  home 
ownership,  to  foster  more  energetically  the  clearance  of  slums  and 
the  rehabilitation  of  blighted  neighborhoods,  and  to  improve  the 
nation's  highways.  Over  the  next  few  months  the  Congress  largely 
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adopted  the  President's  recommendations.  It  also  added  a  sizable 
cut  in  excise  levies  which,  even  after  allowing  for  an  increase  of 
1.3  billion  dollars  in  social  security  contributions,  brought  the 
various  tax  reductions  for  individuals  and  businesses  that  became 
effective  in  1954  to  the  huge  j&gure  of  6.1  biUion  dollars  on  a  full- 
year  basis. 

These  major  steps  to  create  an  atmosphere  favorable  to  the 
resumption  of  economic  growth  were  reinforced  by  other  actions, 
largely  of  an  administrative  character.  The  Federal  Reserve  author- 
ities lowered  the  discount  rate  early  in  1954  and  later  again  re- 
duced the  reserve  requirements  of  member  banks.  Governmental 
aid  was  projected  for  some  hard-pressed  industries — notably,  to 
shipbuilding  through  a  new  construction  program,  and  to  zinc  and 
lead  mining  through  a  revised  stockpiling  program.  Some  effort 
was  made  to  assist  hard-pressed  localities  by  channeling  govern- 
ment contracts  to  them  and  by  boosting  the  allowable  rate  of  ac- 
celerated amortization  on  such  industrial  investments  in  these  areas 
as  served  to  strengthen  the  nation's  defense  base.  The  ordinary 
housekeeping  activities  of  government  were  managed  with  an  eye 
to  the  immediate  needs  of  the  economy.  For  example,  the  Veterans 
Administration  speeded  up  the  processing  of  loan  guaranty  appli- 
cations, the  Federal  Housing  Administration  did  likewise  with 
appUcations  for  loan  insurance,  the  Department  of  Agriculture 
expedited  arrangements  to  stimulate  private  construction  of  grain 
elevators,  the  Internal  Revenue  Service  made  advance  payments  to 
taxpayers  who  had  been  overassessed  prior  to  final  determination 
of  the  overassessment,  the  Bureau  of  PubUc  Roads  lost  no  time  in 
implementing  its  expanded  financial  authority,  and  so  on  from  one 
governmental  bureau  to  another.  Beyond  these  housekeeping  steps, 
the  Administration  sought  to  check  the  decline  in  governmental 
spending,  which  in  the  case  of  the  Defense  Department  had  gone 
considerably  further  in  the  first  half  of  1954  than  had  been  either 
planned  or  anticipated.  A  modest  rescheduHng  of  expenditure 
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within  the  total  set  for  fiscal  year  1955  was  adopted,  with  a  view  to 
raising  somewhat  the  government's  planned  spending  for  the  first 
six  months  of  the  year  and  thus  reinforcing  the  processes  of  eco- 
nomic recovery  which,  while  already  visible  on  numerous  fronts, 
were  as  yet  of  uncertain  strength. 

These  actions  to  curb  the  decline  of  economic  activity  did  not 
express  the  unfolding  of  any  master  plan  in  which  all  details  had 
been  worked  out  in  advance  and  every  contingency  provided  for. 
Not  only  is  this  sort  of  thing  practically  impossible,  but  any  deter- 
mined attempt  to  realize  it  could  invite  disaster.  No  two  recessions 
ever  run  the  same  course;  unforeseen  developments  are  bound  to 
occur;  and  measures  that  work  well  in  one  situation  may  work 
badly  in  another.  A  wise  government  will  therefore  seek  to  main- 
tain flexibility  in  its  approach  and  be  prepared  to  do  more  in  one 
direction  and  less  in  another,  besides  trying  new  measures.  It  will 
not  entrust  the  nation's  fate  to  a  categorical  economic  forecast  or 
to  a  rigid  economic  program. 

There  are,  however,  major  principles  suggested  by  experience 
that  can  usefully  guide  governmental  efforts  to  check  a  recession. 
The  first  principle  is  that  when  the  economy  shows  signs  of  falter- 
ing, prompt  countermoves  are  required.  Even  mild  measures  on 
the  part  of  government  can  be  effective  in  the  early  stages  of  an 
economic  decHne.  On  the  other  hand,  if  action  is  withheld  until  a 
recession  has  gathered  momentum,  strong  and  costly  measures 
may  prove  insufficient.  Second,  efforts  to  check  a  recession  have  to 
be  coordinated,  so  that  the  steps  taken  by  different  agencies  of  our 
far-flung  government  may  reinforce  one  another.  Third,  as  far  as 
possible  every  item  of  legislation  or  administrative  action,  whether 
it  be  of  short-  or  long-range  character,  should  encourage  con- 
sumers and  business  firms  to  look  with  hope  and  confidence  to 
their  own  and  their  country's  economic  future.  Fourth,  the  actions 
taken  should  be  on  a  sufficient  scale  to  give  reasonable  promise  of 
checking  the  recession,  yet  not  so  powerful  as  to  stimulate  exten- 


34  PROSPERITY  WITHOUT  INFLATION 

sive  speculation  or  other  excesses  that  may  create  trouble  later. 
Fifth,  while  monetary,  fiscal,  and  general  housekeeping  measures 
must  to  some  degree  go  together,  they  need  to  be  spaced  so  as  to 
give  the  private  economy  a  reasonable  opportunity  to  carry  out 
necessary  adjustments  and  to  muster  its  latent  strength.  Sixth,  and 
by  way  of  partial  corollary  from  the  three  preceding  principles,  the 
emphasis  at  the  start  of  a  recession  should  ordinarily  be  on  the  eas- 
ing of  credit  conditions,  later  on  tax  reductions  for  both  individuals 
and  businesses,  still  later  on  rescheduling  of  federal  expenditure 
within  totals  set  by  long-term  considerations,  and — only  as  a  last 
resort — on  large  pubHc  works  programs.  Of  course,  advance 
planning  is  essential,  if  pubUc  works  expenditures  are  to  be  accele- 
rated when  they  may  be  urgently  needed  to  bolster  the  economy 
and  if  they  are  to  be  concentrated,  as  they  should  be,  on  projects 
that  can  be  completed  in  relatively  short  periods  and  that  will  serve 
to  support  rather  than  to  restrict  the  opportunities  for  private  en- 
terprise. Seventh,  since  no  two  recessions  are  alike  and  since  they 
occur  under  different  circumstances  in  a  nation's  Ufe,  the  policies 
of  government  must  be  sensitively  adjusted  to  the  individual  case. 
Thus,  international  factors  and  considerations  of  national  security 
may  at  times  justify  giving  early  and  preponderant  emphasis  to 
expansion  of  governmental  expenditure. 

These  are  the  broad  principles  that  guided  governmental  thought 
and  policies  during  the  recession  of  1953-54  and  imparted  a  cer- 
tain unity  and  strength  to  the  government's  individual  actions. 
That,  of  course,  does  not  mean  that  all  the  measures  taken  proved 
fruitful.  For  example,  the  program  for  aiding  depressed  locaUties 
accomplished  httle  beyond  demonstrating  a  need  for  stronger  or 
at  least  different  measures.  Again,  the  rescheduling  of  expenditures 
for  the  fiscal  year  1955  was  delayed  in  execution  and  became 
effective  when  it  was  no  longer  needed.  But  the  program  as  a  whole 
worked  out  reasonably  well.  A  crash  program  such  as  many  urged 
at  the  time  was  avoided.  Governmental  enterprises  were  kept  from 
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multiplying.  Yet  the  contraction  in  economic  activity  never  reached 
serious  proportions  and  lasted  only  a  year.  At  its  lowest  point, 
employment  in  nonagricultural  establishments  v^^as  only  3  Vi  per- 
cent below  the  preceding  peak.  Personal  income  declined  still  less, 
while  disposable  income — that  is,  personal  income  after  taxes — 
defied  the  recession  by  actually  increasing. 

Natural  forces  of  economic  recovery,  the  continuance  of  pros- 
perity abroad,  and  the  safeguards  provided  by  earlier  legislation — 
all  had  a  part  in  this  outcome  and  in  the  great  economic  advance 
that  followed.  But  the  government  also  played  its  part.  It  did  not 
leave  the  fate  of  the  economy  to  the  automatic  stabilizers  or  to 
good  fortune.  It  intervened  actively  and  its  measures  proved  effec- 
tive— in  large  part  because  they  were  disciplined  by  general  prin- 
ciples which  had  roots  in  experience  and  therefore  commanded 
wide  assent  both  within  and  outside  the  government. 

Ill 

We  began  to  make  progress  as  a  people  in  solving  the  problem  of 
depression  only  after  we  became  sufficiently  aroused  to  seek  work- 
able solutions.  In  recent  years,  many  citizens  have  come  to  feel 
that  we  have  been  preoccupied  with  the  need  to  prevent  the 
miseries  of  depression,  when  in  fact  that  matter  was  already  being 
handled  fairly  well,  while  we  have  slighted  the  injustice  and  hard- 
ships that  flow  from  inflation,  when  in  fact  these  have  been  multi- 
plying for  a  generation.  Concern  over  inflation  has  been  increasing. 
It  has  not  yet  become  articulate  enough  to  wring  from  the  Congress 
a  declaration  of  poHcy  that  would  have  a  moral  force  such  as  the 
Employment  Act  exercises  with  regard  to  unemployment.  On  the 
other  hand,  any  return  to  the  pegging  of  yields  on  government 
securities,  which  contributed  materially  to  the  sharp  rise  in  the 
general  price  level  during  the  years  immediately  after  the  war,  has 
today  become  almost  unthinkable.  With  increased  understanding 
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of  the  need  to  curb  inflation,  the  classical  remedies  for  inflation — 
credit  restraints  and  a  balanced  budget — are  again  in  good  repute 
and  have  of  late  been  diUgently  applied.  These  are  considerable 
advances.  They  have  surely  helped  to  keep  the  rise  of  the  consumer 
price  level  since  1954  within  moderate  bounds.  But  just  as  surely 
they  have  not  sufliced  to  stop  inflation. 

The  application  of  credit  restraints  began  early  in  the  new  ex- 
pansion. Government  ofiicials  knew  that  the  measures  that  had 
been  taken  during  1953  and  1 954  to  build  confidence,  particularly 
the  actions  taken  with  regard  to  credit  and  taxes,  carried  the  risk 
of  exciting  over  confidence  and  subsequent  reaction.  Already  in  the 
closing  months  of  1954  the  sharp  rise  of  stock  prices  and  the  finan- 
cial methods  used  by  builders  to  push  sales  of  new  homes  caused 
some  concern.  Signs  of  speculation  multiplied  during  the  early 
months  of  1955  as  expansion  of  both  credit  and  economic  activity 
proceeded  rapidly  and  on  a  widening  front.  Therefore,  starting  in 
January  1955,  the  government  adopted  one  measure  after  another 
with  a  view  to  checking  economic  exuberance. 

Although  the  demand  for  bank  loans  was  abnormally  high,  the 
Federal  Reserve  authorities  reduced  their  holdings  of  government 
securities,  as  they  usually  do  in  the  early  months  of  the  year.  Com- 
mercial banks  therefore  found  it  necessary  to  sell  government 
securities  or  borrow  at  the  Federal  Reserve  Banks  to  maintain  their 
lending.  The  Federal  Reserve  authorities  also  raised  stock  margin 
requirements  and  the  discount  rate.  The  Treasury  decided  to  tap 
the  long-term  capital  market  and  put  out  a  substantial  issue  of 
forty-year  bonds.  The  Federal  Housing  Administration  and  the 
Veterans  Administration  reduced  the  maximum  maturity  and 
raised  the  minimum  down  payment  on  governmentally  underwrit- 
ten mortgages.  Both  agencies  also  put  an  end  to  the  occasional  but 
highly  dubious  practice  of  including  the  closing  costs  on  the  pur- 
chase of  a  home  in  the  face  value  of  underwritten  mortgages.  The 
Federal  Home  Loan  Bank  Board  imposed  limits  on  lending  by  the 
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Home  Loan  Banks  to  savings  and  loan  associations.  Government 
officials  warned  lenders  that  their  progressively  more  liberal  terms 
for  financing  instalment  sales  of  automobiles  were  fraught  with 
danger;  and,  to  emphasize  the  government's  concern,  the  several 
bank  supervisory  authorities  added  a  section  on  consumer  credit 
to  their  regular  examination  forms.  These  and  related  actions  to 
restrain  credit  expansion  were  all  taken  by  the  late  summer  of 
1 955.  In  the  meantime,  the  clamor  to  reduce  taxes  was  successfully 
resisted,  and  the  fiscal  year  1955  ended  with  federal  expenditures 
3.2  billion  dollars  below  fiscal  1954  on  an  administrative  basis  and 
1.4  biUion  below  on  a  cash  basis. 

Thus,  as  this  recital  indicates,  the  government  moved  rather 
promptly  to  curb  the  inflationary  forces  that  gathered  during  1 955. 
Moreover,  the  effort  to  restrain  general  credit  expansion  has  since 
then  been  continued  unremittingly.  The  discount  rate  was  raised 
time  and  again.  Pressure  on  the  reserves  of  commercial  banks  be- 
came more  intense.  As  a  result  many  people  found  it  harder  to 
obtain  loans,  and  credit  became  more  costly  than  it  has  been  in  a 
long  generation.  Nor  were  the  restrictive  measures  taken  by  the 
government  confined  to  monetary  actions.  In  1955  the  stockpiling 
program  was  adjusted  within  the  hmits  permitted  by  law  and  de- 
fense requirements,  so  as  to  relieve  the  shortages  of  vital  materials 
felt  by  the  civiUan  economy.  Earlier  plans  to  finance  the  new  Inter- 
state Highway  Program  by  borrowing  were  abandoned  in  1956, 
and  additional  taxes  on  gasoline  and  other  automotive  products 
were  enacted  to  make  this  program  self -financing.  Proposals  to  cut 
tax  rates  continued  to  be  resisted  successfully.  And  the  higher  tax 
revenues,  which  the  advance  of  prosperity  kept  generating,  per- 
mitted a  modest  reduction  of  the  federal  debt  in  fiscal  year  1956 
and  again  in  fiscal  1957,  despite  the  recent  increase  of  federal 
expenditures. 

This  is  an  impressive  record.  All  the  same,  when  governmental 
policies  are  viewed  in  their  entirety,  it  is  clear  that  the  efforts  to 
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resist  the  inflationary  pressures  that  developed  after  1954  neither 
ranged  as  widely  nor  carried  as  much  weight  as  the  measures  that 
had  previously  been  adopted  to  resist  recession.  Nothing  that  was 
done  to  curb  inflation  matched  the  dramatic  tax  cuts  of  1 954  or  the 
reduction  in  bank  reserve  requirements  of  both  that  year  and  the 
preceding  year.  No  general  increase  in  taxation  was  enacted  by  the 
Congress.  No  increase  in  reserve  requirements  was  ever  ordered 
by  the  Federal  Reserve  authorities.  No  issue  of  long-term  bonds 
was  put  out  by  the  Treasury  between  the  summer  of  1955  and  the 
fall  of  1957.  The  Hfting  of  the  discount  rate  was  carried  out  in  a 
series  of  small  steps.  The  increase  of  minimum  down  payments  in 
connection  with  federally  underwritten  mortgages  came  merely  to 
2  percent  of  the  purchase  price.  Even  the  security  holdings  of  the 
Federal  Reserve  System  had  their  ups  as  well  as  their  downs,  and 
they  were  practicaUy  as  large  at  the  end  of  1956  as  at  the  end  of 
1954. 

Beyond  this,  the  restrictive  measures  taken  by  the  government 
were  accompanied  by  other  actions  of  an  expansive  character 
which  culminated  in  1956 — a  year  during  which  wholesale  prices 
rose  sharply  while  consumer  prices  also  resumed  their  advance. 
Increases  in  the  pay  of  federal  employees  were  enacted  in  1 955  and 
became  effective  in  July  of  that  year.  An  increase  in  the  hourly 
minimum  wage  from  75  cents  to  a  dollar  became  effective  in  March 
1956,  increasing  directly  the  wages  of  2  million  workers  in  private 
industry.  Price  support  levels  for  various  agricultural  crops  were 
raised  in  1956.  Special  export  programs  for  agricultural  products 
were  pushed  energetically.  A  new  Soil  Bank  Program  was  enacted 
and  government  purchases  for  the  school  lunch  and  related  pro- 
grams were  increased.  Lending  by  the  Small  Business  Administra- 
tion was  stepped  up.  Various  of  the  special  restrictions  on  housing 
credit  that  had  been  adopted  during  1955  were  either  relaxed  or 
dropped,  and  massive  support  of  the  mortgage  market  was  ex- 
tended by  the  Federal  National  Mortgage  Association.  The  old- 
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age  insurance  program  was  liberalized,  with  effects  on  the  flow  of 
incomes  that  were  delayed,  however,  until  1957.  Expenditures 
increased  in  connection  with  numerous  other  programs.  Between 
July  1956  and  July  1957,  total  federal  expenditures  on  a  cash 
basis  rose  7.4  billion  dollars  over  the  preceding  fiscal  year,  while 
cash  receipts  rose  only  5.1  billion.  In  consequence,  the  cash  sur- 
plus declined  from  4.5  to  2.1  billion  dollars. 

Viewed  individually,  many — if  not  all — of  the  expansive  ac- 
tions taken  by  government  during  1955  and  1956  were  meritorious 
in  high  degree.  They  were  inspired  partly  by  considerations  of  the 
national  defense,  and  partly  by  the  concern  with  people's  welfare 
which  must  go  hand  in  hand  with  the  encouragement  of  private 
enterprise  in  our  times.  With  the  nation's  prosperity  increasing,  it 
seemed  only  natural  to  take  some  constructive  steps  in  behalf  of 
the  sectors  of  our  economy  that  had  failed  to  participate  in  the 
nation's  general  progress  or  that  felt  the  impact  of  credit  restraints 
most  severely.  With  wages  rising  rapidly  in  the  private  economy, 
it  seemed  only  prudent  to  raise  the  pay  of  governmental  employees. 
With  tax  revenues  growing  abundantly,  it  seemed  only  proper  to 
use  a  portion  of  the  increased  wherewithal  to  reduce  somewhat  the 
outstanding  pubUc  debt,  and  yet  leave  enough  to  increase  defense 
outlays  and  expand  other  programs  that  seemed  essential  or 
socially  desirable.  All  this  was  done.  The  increase  in  federal  ex- 
penditures thus  helped  to  swell  the  nation's  aggregate  monetary 
demand  at  a  time  when  physical  resources  were  already  being 
strained  by  the  rising  demands  of  business  firms,  consumers,  and 
state  and  local  governments,  many  of  whom  also  felt  that  their 
augmented  spending  was  only  natural,  prudent,  and  proper.  With 
the  economic  community  at  large,  including  the  several  levels  of 
government,  striving  to  add  to  consumption  or  to  capital  invest- 
ment more  quickly  than  the  nation's  workshops  could  add  to  pro- 
duction, some  advance  of  both  the  wholesale  and  consumer  price 
level  became  unavoidable. 
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It  is  true  that  federal  spending  increased  much  less  rapidly  than 
did  the  nation's  total  expenditure  after  1954.  It  may  justly  be  held, 
however,  that  there  was  a  need  for  special  restraint  on  the  govern- 
ment's part  at  a  time  when  the  rest  of  the  economy  was  displaying 
extreme  exuberance.  In  the  process  of  raising  its  expenditures  and 
taking  other  expansive  actions,  particularly  with  regard  to  agricul- 
ture and  wages,  the  policy  of  the  federal  government  for  containing 
inflation  came  to  rest  increasingly  on  the  general  credit  restraints 
administered  by  the  Federal  Reserve  System.  This  was  a  heavier 
burden  than  our  monetary  authorities  could  of  themselves  properly 
handle. 

IV 

The  American  people  are  nowadays  broadly  united  on  major  goals 
of  economic  policy — a  high  and  stable  rate  of  employment  in  rela- 
tion to  the  labor  force,  expanding  production,  improvement  in 
living  standards,  and  a  reasonably  stable  consumer  price  level.  The 
federal  government  has  sought  to  promote  these  objectives.  It  has 
done  this  with  increasing  understanding  that  prosperity  cannot  be 
ordered  or  guaranteed  by  government  officials. 

A  nation's  prosperity  rests  fundamentally  on  the  enterprise  of 
individuals  seeking  to  better  themselves,  their  famihes,  and  their 
communities.  It  depends  far  more  on  what  individuals  do  for 
themselves  than  on  what  the  government  does  or  can  do  for  them. 
The  government  may,  however,  significantly  influence  the  course 
of  our  economy  by  pursuing  policies  that  stimulate  private  citizens 
to  act  in  ways  which  will  tend  to  sustain  prosperity.  Considerable 
success  has  attended  governmental  efforts  in  recent  years  to  main- 
tain an  environment  that  favors  higher  production,  expanding 
employment,  and  rising  living  standards.  The  purchasing  power 
of  the  consumer's  dollar  has  not,  however,  been  maintained.  It  is 
true  that  the  rise  in  the  price  level  that  has  occurred  since  1954  is 
moderate  by  historical  standards.  However,  in  view  of  the  rigidity 


DEALING  WITH  RECESSION  AND  INFLATION  41 

which  of  late  has  characterized  the  wage  level  and  only  to  a  lesser 
degree  the  price  level  during  economic  contractions,  still  greater 
moderation  of  price  advances  must  be  sought  during  economic 
expansions  in  order  to  prevent  a  creeping  type  of  inflation  in  the 
future. 

Although  governmental  resistance  to  inflation  has  significantly 
stiffened  of  late,  it  is  difficult  to  avoid  the  conclusion  that  the  gov- 
ernment is  not  yet  prepared  to  act  as  decisively  to  check  inflation 
as  it  is  to  check  recession.  In  the  event  of  a  recession,  the  general 
attitude  of  government  is  apt  to  be  that  everything  which  is  at  all 
reasonable  must  be  done  without  much  delay,  and  that  if  inflation- 
ary pressures  develop  later  as  a  result  of  the  stimulants  that  are 
applied,  they  will  be  dealt  with  in  due  course.  On  the  other  hand, 
once  inflationary  pressures  emerge,  the  government  is  unlikely  to 
proceed  in  the  spirit  that  if  a  recession  develops  as  a  result  of  its 
restrictive  measures,  that  difficulty  in  turn  will  be  dealt  with  in 
good  season.  Rather,  the  attitude  is  apt  to  be  that,  while  everything 
which  is  at  all  reasonable  must  be  done  to  curb  inflation,  restrictive 
policies  must  not  be  applied  on  so  vigorous  a  scale  as  to  take  any 
appreciable  chance  of  bringing  on  or  hastening  a  recession. 

Such  weighting  of  the  scales  of  economic  policy,  however  slight, 
is  probably  unavoidable  in  the  existing  state  of  public  opinion. 
While  the  government  has  the  broad  responsibility  of  leading  the 
nation  along  sound  economic  channels,  no  Administration  that  is 
too  far  removed  from  the  prevailing  sentiments  of  the  people  can 
long  continue  to  govern.  When  a  threat  of  unemployment  develops, 
a  clamor  for  governmental  intervention  comes  from  all  directions. 
On  the  other  hand,  when  the  price  level  begins  rising,  pressures  for 
governmental  action  are  less  insistent.  Not  only  that,  but  govern- 
mental steps  to  curb  inflation  are  sure  to  be  loudly  resisted  by 
many,  while  measures  to  curb  unemployment  are  just  as  sure  to  be 
applauded  in  most  quarters.  There  can  be  little  doubt  that  although 
people  generally  and  genuinely  wish  the  consumer  price  level  to 
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remain  reasonably  stable,  they  also  fear  depression  more  than  they 
fear  inflation.  The  catastrophe  of  the  1930's  is  still  fresh  in  our 
memories  and  the  sort  of  inflation  that  we  have  had  is  rightly 
viewed  as  the  lesser  evil  by  comparison. 

Our  economic  and  poUtical  environment,  however,  has  been 
radically  transformed  over  the  past  quarter  century.  Serious  de- 
pressions are  no  longer  the  threat  they  once  were,  while  creeping 
inflation  has  become  a  chronic  feature  of  recent  history  and  a 
growing  threat  to  the  welfare  of  millions  of  people.  Not  only  is  a 
creeping  inflation  unnecessary  to  the  continuance  of  prosperity, 
but  it  can  in  time  become  a  grave  obstacle  to  it — either  because 
the  inflation  may  get  out  of  hand  or  because,  if  inflation  should 
continue  for  many  years  its  gradual  inroads  on  the  pocketbooks  of 
people,  their  concern  over  inflation  may  mount  to  a  point  where 
they  will  be  unwiUing  in  the  event  of  a  recession  to  support  any 
large  governmental  efforts  to  hasten  recovery.  These  considera- 
tions are  better  understood  today  than  they  were  only  a  few  years 
ago.  But  they  are  not  yet  understood  widely  enough.  Nor,  speaking 
broadly,  have  people  as  yet  developed  the  same  sense  of  justice 
toward  the  sufferers  from  inflation  that  they  have  come  to  feel  with 
regard  to  the  sufferers  from  unemployment. 

If  we  are  to  make  better  progress  in  deaUng  with  inflation,  the 
first  requirement  therefore  is  better  and  wider  public  understand- 
ing of  the  need  for  a  solution.  But  we  must  also  recognize  the 
shortcomings  of  our  recent  public  policies  and  try  to  improve  upon 
them.  However  necessary  and  helpful  a  balanced  budget  and  a 
restrictive  monetary  policy  may  be  in  the  age-old  struggle  against 
inflation,  it  is  doubtful  whether  they  alone  can  cope  v/ith  the  threat 
of  creeping  inflation. 


Chapter  Three 


The  New  Environment  of 
Monetary  Policy 


I  HAVE  ALREADY  attempted  to  demonstrate  that  the  progress  our 
nation  has  made  in  dealing  with  economic  recessions  has  not 
yet  been  matched  by  similar  progress  in  dealing  with  inflation.  In 
grappling  with  the  threat  of  depression,  we  have  acted  on  a  far 
larger  scale  than  was  ever  contemplated  during  the  1920's.  Not 
only  do  we  command  new  tools  for  curbing  recession,  but  we  are 
willing  to  use  them  with  promptness  and  vigor.  More  important 
still,  our  minds  are  prepared,  should  the  need  arise,  for  additions 
to  the  array  of  counter-cyclical  weapons.  In  dealing  with  inflation, 
we  have  been  less  imaginative  and  less  enterprising.  It  is  true  that 
the  government  is  nowadays  more  concerned  with  the  danger  of 
inflation  than  it  was  in  the  immediate  post-war  period,  and  that 
foresight  and  courage  have  of  late  been  mustered  to  check  tend- 
encies toward  inflation  as  well  as  recession.  Nevertheless,  our 
intellectual,  moral,  and  practical  approach  to  the  problem  of  in- 
flation continues  to  suffer  from  earlier  neglect.  The  heavy  emphasis 
that  the  government  has  recently  placed  on  a  restrictive  credit  pol- 
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icy  has  served  to  bring  us  back  to  the  best  thought  that  ruled  on 
the  subject  of  inflation  during  the  1920's,  but  it  has  done  no  more 
than  that.  In  the  meantime  the  economic  world  has  changed 
profoundly. 

I 

The  great  expansion  of  governmental  activities  since  the  1920's 
has  reduced  the  economic  area  over  which  a  restrictive  credit  pol- 
icy can  nowadays  be  effective.  In  1929,  federal  expenditures  on 
goods  and  services  accounted  for  about  1 K  percent  of  the  dollar 
value  of  the  nation's  total  output.  Other  forms  of  spending — 
interest  payments,  pensions,  grants-in-aid  to  the  states,  and  sundry 
subsidies — brought  total  federal  expenditures  to  lYi  percent  of 
the  nation's  output.  The  outlays  by  state  and  local  governments 
were  a  larger  factor  in  the  economy,  but  the  combined  expendi- 
tures of  all  our  governmental  units  still  accounted  for  less  than 
10  percent  of  the  nation's  total  output.  Since  then  governmental 
outlays  have  increased  tremendously,  in  relation  to  the  growth  of 
the  economy  as  well  as  in  an  absolute  sense.  During  the  past  decade 
federal  expenditures  alone  have  ranged  from  13.4  percent  of  the 
dollar  value  of  the  nation's  output  in  1 947  to  2 1 .3  percent  in  1 953 
and  17.4  percent  in  1956.  State  and  local  outlays,  which  fell  well 
behind  federal  expenditures  during  the  1940's,  have  also  been 
catching  up  of  late.  The  combined  sum  of  federal,  state,  and  local 
expenditures  was  over  104  bilUon  dollars  in  1956,  or  a  little  over 
25  percent  of  the  nation's  total  output.  In  each  of  the  four  preced- 
ing years  this  percentage  was  still  higher. 

Federal  expenditures  are  shaped  by  numerous  and  complex 
forces  on  the  domestic  and  international  fronts,  but  they  are  prac- 
tically unaffected  by  the  level  of  interest  rates  or  the  availability  of 
credit.  When  federal  revenues  are  high  enough  to  finance  larger 
outlays,  as  has  been  the  case  since  fiscal  year  1955,  there  is  no 
need  to  resort  to  financial  markets  beyond  meeting  temporary  cash 
needs  and  refinancing  the  debt  that  keeps  falling  due.  On  the  other 
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hand,  when  deficit  finance  is  being  practiced,  the  condition  of  the 
money  market  is  not  Hkely  to  count  significantly  among  the  factors 
that  lead  the  government  to  enlarge  the  deficit  or  to  reduce  it.  If  the 
federal  government  should  again  find  itself  spending  more  than  it 
raises  in  taxes,  it  will  not  be  because  money  may  be  borrowed  on 
easy  terms.  Nor  would  the  government  be  inclined  to  reduce  its 
spending  merely  because  borrowing  has  become  harder.  In  the  last 
analysis,  the  federal  government  has  considerable  power  to  shape 
the  markets  for  money  and  capital  to  suit  its  ends;  and  it  may  well 
choose  to  do  that  rather  than  permit  high  objectives  of  national 
policy  to  be  thwarted  by  any  tightness  of  credit. 

State  and  local  governments  have  no  such  financial  independ- 
ence. However,  the  rapid  growth  of  population,  a  continuing  trend 
toward  suburban  living,  and  the  shortages  that  accumulated  dur- 
ing the  Great  Depression  and  the  Second  World  War  have  created 
in  many  communities  a  sense  of  urgency  with  regard  to  schools, 
parks,  highways,  water  systems,  and  other  public  improvements. 
Some  projects  have  of  late  been  shelved  here  and  there  because  of 
statutory  ceilings  on  interest  rates  or  because  of  the  reluctance  of 
local  citizens  to  assume  the  burden  of  a  rising  interest  rate.  Also, 
offerings  of  revenue  bonds  and  other  issues  of  local  authorities 
have  in  some  instances  been  withdrawn  or  postponed  because  of 
the  congested  condition  of  the  capital  market.  By  and  large,  how- 
ever, state  and  local  governments  have  either  enjoyed  sufficient 
revenues  to  finance  their  desired  scale  of  expenditure  or  they  have 
been  willing  to  submit  to  higher  interest  rates.  The  benefits  to  be 
derived  from  most  governmental  projects  cannot  be  calculated  in 
dollars,  and  this  of  itself  tends  to  blunt  the  influence  of  interest 
rates.  At  least  during  recent  years,  state  and  local  expenditures 
have  responded  neither  promptly  nor  on  any  large  scale  to  general 
credit  conditions. 

But  if  government  expenditures  are  largely  sheltered  from  ordi- 
nary fluctuations  in  the  credit  market,  so  also  are  the  operations  of 
a  part  of  the  business  world.  Moreover,  this  part  seems  to  have 
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grown  since  the  1920's.  Many  business  firms  are  able  to  finance 
their  requirements — whether  for  new  plant  and  equipment,  or  the 
accumulation  of  inventories,  or  the  carrying  of  receivables — with- 
out any  borrowing  or  without  much  borrowing.  What  these  busi- 
nesses do  is  to  finance  their  requirements  largely  from  internally 
generated  funds — that  is,  undistributed  profits,  depreciation  allow- 
ances, and  related  charges.  From  1947  through  1956  corpora- 
tions retained,  on  the  average,  54  percent  of  their  profits.  Between 
1923  and  1929,  on  the  other  hand,  retained  corporate  income 
averaged  only  33  percent.  Depreciation  funds  and  other  allow- 
ances for  capital  consumption  have  likewise  become  of  larger 
importance  in  corporate  financing.  In  aU,  the  internally  generated 
funds  of  business  corporations  exceeded  their  externally  raised 
funds — that  is,  new  capital  issues,  bank  loans,  mortgages,  trade 
debt,  and  other  UabiUties — by  42  percent  during  the  decade  from 
1947  through  1956.  Between  1923  and  1929,  on  the  other  hand, 
corporate  internal  funds  appear  to  have  exceeded  their  external 
funds  by  about  10  or  20  percent. 

The  requirements  for  external  financing  have,  of  course,  in- 
creased greatly  in  an  absolute  sense.  Not  only  that,  but  during  the 
recent  boom,  corporations  have  found  it  necessary  to  turn  increas- 
ingly to  banks  and  the  capital  market  to  finance  their  vast  expan- 
sion and  improvement  programs.  Whereas  internal  funds  exceeded 
external  funds  by  42  percent  over  the  full  period  from  1947 
through  1956,  this  excess  dropped  to  26  percent  during  the  last 
two  years  of  the  period.  Despite  the  recent  revival  of  stock  issues, 
borrowing  has  continued  to  be  the  preponderant  source  of  external 
capital  for  corporations.  However,  in  view  of  the  steep  rates  of 
taxation  that  have  ruled  of  late  and  in  view  of  the  rapidly  growing 
use  of  amortizable  loans,  interest  rates  appear  to  have  had  less  in- 
fluence on  corporate  borrowing  and  investment  than  they  had 
during  the  1920's  or  earlier  times  of  our  history. 

Interest  charges  are  rarely  a  large  element  in  business  costs,  and 
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their  practical  importance  has  tended  to  become  smaller  as  a  result 
of  high  taxes.  A  rise  in  the  rate  of  interest  from  4  to  5  percent  will 
raise  annual  interest  charges  from  $4,000  to  $5,000  on  a  loan  of 
$100,000.  But  with  a  basic  federal  tax  rate  of  52  percent  on  cor- 
porate income,  the  net  added  cost  to  a  sizable  corporation  that 
manages  to  stay  in  the  black  is  $480,  not  $1,000.  In  fact,  the  net 
added  cost  is  likely  to  be  even  smaller,  since  about  two-thirds  of 
the  states  nowadays  levy  a  tax  on  corporate  income  which,  while 
quite  small  relatively  to  the  federal  tax,  is  not  negligible  either 
financially  or  psychologically.  In  the  case  of  unincorporated  busi- 
nesses or  households,  the  high  rates  of  the  personal  income  tax  in 
the  middle  and  upper  income  brackets  likewise  take  some  of  the 
sting  out  of  a  rising  interest  rate.  During  the  1920's  income  taxes 
were,  of  course,  much  less  formidable  and  therefore  interfered  less 
with  the  effects  of  interest  rates.  The  federal  tax  rate  on  corporate 
incomes  in  those  years  was  1 3  Vi  percent  at  its  highest,  federal  taxes 
on  individual  incomes  were  much  lower  than  at  present,  and  only 
a  minority  of  states  as  yet  imposed  any  income  taxes.  Hence,  allow- 
ing for  taxes,  a  rise  of  interest  rates  from,  say,  4  to  5  percent  meant 
just  about  that  during  the  1920's,  while  nowadays  it  means  rough- 
ly a  rise  of  only  half  that  size — that  is,  from  2  to  2J4  percent — for 
many  borrowers,  at  least  some  of  whom  are  sure  to  ignore  so  small 
an  increase  in  cost. 

Another  factor  that  has  served  to  blur  the  influence  of  a  rising 
interest  rate  is  the  development  and  rapid  growth  during  the  past 
ten  or  twenty  years  of  versatile  instruments  calling  for  systematic 
amortization  of  loans.  Term  loans  to  business  running  up  to  five 
or  ten  years  were  practically  unknown  during  the  1920's.  Nowa- 
days, they  are  a  significant  item  in  the  portfoUos  of  many  insurance 
companies  as  well  as  of  commercial  banks.  The  long-term  fully 
amortizable  mortgage  was  largely  developed  during  the  1930's,  in 
connection  with  governmental  efforts  to  stimulate  home-building 
activity.  This  type  of  loan,  which  was  of  interest  mainly  to  savings 
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and  loan  associations  during  the  1920's,  now  dominates  the  mort- 
gage market.  Consumer  instalment  loans  were  already  of  some 
consequence  during  the  1 920's,  but  they  have  grown  immensely 
since  then  in  relation  both  to  consumer  incomes  and  to  retail  trade. 
The  essential  feature  of  these  newer  loan  instruments  is  that  they 
can  be  tailored  to  the  needs  of  the  borrower.  The  interest  rate  re- 
mains, of  course,  one  of  the  terms  of  the  loan  contract.  However, 
since  other  terms  can  also  be  varied,  the  importance  of  the  interest 
rate  is  often  reduced  or  obscured. 

A  rise  in  the  interest  rate  is  never  welcome  news  to  a  borrower. 
But  a  businessman  is  apt  to  be  less  troubled  by  a  rise  in  the  interest 
rate  if  other  dimensions  of  the  loan  contract  are  adjusted  to  his 
liking,  for  example,  by  lengthening  the  term  to  maturity  and  ar- 
ranging a  convenient  repayment  schedule.  Certainly,  the  size  of 
the  initial  down  payment  and  the  amount  of  the  monthly  instal- 
ment are  more  vital  to  the  typical  buyer  of  an  automobile  on  credit 
than  the  precise  level  of  the  interest  rate  that  must  be  paid  on  the 
loan.  The  same  is  true  of  the  buyer  of  a  television  set,  an  air  con- 
ditioning unit,  or  a  new  home.  Indeed,  the  deterrent  effect  of 
higher  prices,  to  say  nothing  of  higher  interest  rates,  can  often  be 
offset  by  lengthening  the  period  over  which  the  loan  can  be  repaid 
or  by  reducing  the  required  down  payment  on  the  purchase.  Recent 
experience  has  demonstrated  that  such  HberaHzation  of  the  terms 
of  loans  can  go  on  for  a  time  on  a  very  considerable  scale  in  the 
face  of  a  restrictive  credit  policy  and  rising  market  interest  rates. 
During  the  greater  part  of  1955,  credit  terms  were  extensively 
liberalized  on  instalment  sales  of  automobiles  and  on  veterans' 
mortgage  loans.  Although  terms  stiffened  on  mortgage  loans  in 
1956,  the  average  maturity  of  automobile  loans  continued  to  in- 
crease, particularly  in  the  case  of  used  cars.  Even  this  year  there 
has  been  little  evidence  of  any  significant  tightening  of  terms. 

Of  course,  direct  rationing  of  available  funds  by  lenders  always 
goes  hand  in  hand  with  the  impersonal  rationing  through  market 
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interest  rates.  But  if  higher  taxes  and  more  flexible  loan  contracts 
have  tended  to  reduce  the  restraining  influence  on  the  nation's 
business  of  a  rising  interest  rate,  other  financial  developments  have 
served  to  lessen  the  control  of  the  monetary  authorities  over  the 
availabihty  of  loan  capital. 

The  Federal  Reserve  System  can  exercise  a  decisive  influence  on 
the  level  of  reserves  and  therefore  on  the  total  assets  of  its  mem- 
bers, which  are  preponderantly  commercial  banks.  The  Federal 
Reserve  System  wields  no  authority,  however,  over  other  financial 
intermediaries  such  as  life  insurance  companies,  savings  and  loan 
associations,  savings  banks,  investment  companies,  and  pension 
funds.  In  the  aggregate,  institutions  over  which  the  Federal  Re- 
serve System  has  only  an  indirect  and  somewhat  remote  influence 
have  been  growing  more  rapidly  than  commercial  banks.  In  1955 
the  assets  of  commercial  banks  were  about  4  Vi  times  as  large  as  in 
1922.  On  the  other  hand,  the  combined  assets  of  mutual  savings 
banks,  the  postal  savings  system,  credit  unions,  and  savings  and 
loan  associations  were  about  8  times  as  large.  The  combined  assets 
of  life  insurance  companies,  other  insurers,  and  private  and  public 
pension  funds  were  16  times  as  large.  The  assets  of  government 
lending  institutions  and  of  investment  companies  have  increased 
still  faster.  As  a  result  of  these  uneven  trends,  the  assets  of  com- 
mercial banks,  which  at  the  end  of  1922  somewhat  exceeded  the 
combined  assets  of  other  financial  institutions  exclusive  of  the 
Federal  Reserve  Banks,  amounted  to  only  52  percent  of  the  total 
assets  of  these  other  financial  institutions  at  the  end  of  1955. 

The  fortunes  of  commercial  banks  have  not  been  subject  to  any 
simple  trend  such  as  the  statistics  just  cited  may  suggest.  The  assets 
of  commercial  banks  changed  httle  in  relation  to  the  assets  of  other 
financial  institutions  during  the  first  two  decades  of  the  century. 
The  relative  position  of  commercial  banks  then  decUned  during 
the  1920's,  but  rose  again  between  1933  and  1945.  It  has  decHned 
sharply  since  then,  and  now  appears  to  be  lower  than  at  any  time 
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at  least  since  1900.  Although  the  assets  of  commercial  banks  in- 
creased 50  billion  dollars  between  the  end  of  1945  and  the  end  of 
1955,  the  assets  of  other  financial  intermediaries,  again  excluding 
the  Federal  Reserve  Banks,  increased  about  230  billion  dollars. 
This  disparity  of  growth  appears  to  be  continuing.  During  1956 
the  assets  of  commercial  banks  increased  7  biUion  dollars,  while 
the  assets  of  other  financial  intermediaries  increased  about  25  bil- 
lion dollars. 

Since  the  end  of  World  War  II  the  spectacular  growth  of  the 
assets  of  financial  institutions  other  than  commercial  banks  reflects 
only  in  small  part  the  rise  in  stock  prices.  What  it  basically  signifies 
is  the  efliciency  of  financial  markets  in  assembling  "idle"  funds  and 
putting  them  to  work  in  commerce  and  industry.  This  process  not 
only  can  continue  in  the  face  of  restrictions  on  the  growth  of  com- 
mercial bank  assets,  but  it  is  even  likely  for  a  time  to  be  accelerated 
by  a  restrictive  credit  policy.  A  rise  of  interest  rates  increases  the 
cost  of  holding  demand  deposits,  on  which  commercial  banks  have 
been  forbidden  to  pay  interest  since  1935.  Hence,  rising  interest 
rates,  especially  if  the  movement  is  of  considerable  magnitude  and 
duration,  tend  to  stimulate  both  consumers  and  business  firms  to 
convert  their  cash  balances  into  earning  assets.  This  can  often  be 
done  without  any  significant  loss  of  liquidity.  For  example,  when 
an  individual  draws  on  his  checking  account  to  buy  a  life  insurance 
policy  or  to  acquire  savings  and  loan  shares  or  to  deposit  funds  in 
a  mutual  savings  bank,  he  obtains  against  a  financial  institution  a 
claim  which  can  be  readily  converted  into  cash.  The  institution,  in 
turn,  having  acquired  ownership  over  a  part  of  his  demand  deposit, 
now  has  additional  money  to  lend  to  others  who  are  likely  to  be 
active  spenders.  Much  the  same  thing  happens  when  a  corporation 
buys  the  commercial  paper  issued  by  a  sales  finance  company, 
especially  when  the  transaction  is  handled  through  a  repurchase 
agreement.  In  these  and  other  ways  the  loans  of  financial  inter- 
mediaries can  for  a  time  grow  quite  rapidly  even  when  the  reserves 
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of  commercial  banks  are  severely  restricted  by  Federal  Reserve 
actions.  This  is  precisely  what  has  happened  since  1954. 

The  rapid  growth  of  financial  institutions  other  than  commer- 
cial banks  is  not,  however,  the  only  development  of  recent  times 
that  has  tended  to  limit  the  control  that  the  Federal  Reserve  System 
can  exercise  over  credit  expansion.  The  emergence  of  a  large 
amount  of  federal  government  securities  in  the  portfoHos  of  com- 
mercial banks  has  had  a  similar  influence.  During  the  1920's 
Treasury  securities  were  a  minor  factor  in  the  operations  of  com- 
mercial banks.  For  example,  they  accounted  for  10  percent  of  the 
assets  of  the  member  banks  of  the  Federal  Reserve  System  in  mid- 
1922  and  for  only  8  percent  of  their  assets  at  the  end  of  1929. 
During  the  1930's  and  during  the  war  years,  however,  a  large  part 
of  the  rapidly  growing  federal  debt  found  a  home  in  commercial 
banks.  At  the  beginning  of  1946  the  member  banks  held  57  per- 
cent of  their  assets  of  over  138  biUion  dollars  in  the  form  of 
Treasury  securities.  Bank  holdings  of  government  debt  have  con- 
siderably diminished  since  then,  both  in  amount  and  in  relation  to 
their  total  assets.  Nevertheless,  Treasury  securities  still  amounted 
to  58  billion  dollars,  or  about  a  third  of  the  total  assets  of  the  mem- 
ber banks,  at  the  end  of  1954  when  the  recent  boom  was  getting 
actively  under  way. 

These  large  holdings  of  government  securities  add  immeasur- 
ably to  the  flexibiUty  of  bank  management.  In  particular,  they 
enable  commercial  banks  to  replenish  their  supply  of  loan  funds, 
if  they  so  wish,  and  thereby  to  circumvent  for  a  time  the  restric- 
tions that  the  Federal  Reserve  authorities  may  impose  on  their 
reserves.  A  bank  does  not  like  to  disappoint  any  of  its  regular 
customers.  Nor,  for  that  matter,  does  it  care  to  turn  down  a  new 
applicant  of  substance  and  reputation.  After  all,  if  his  needs  are 
met  in  whole  or  in  part,  he  may  well  bring  his  future  business  to  the 
bank  which  was  willing  to  go  to  some  trouble  at  a  time  of  credit 
stringency  to  accommodate  him.  To  the  extent  that  a  bank  holds 
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short-term  Treasury  securities,  it  can  acquire  funds  for  loan  ex- 
pansion without  sustaining  an  appreciable  capital  loss.  The  dis- 
posal of  long-dated  securities  is  a  more  costly  method  of  raising 
loan  funds  at  a  time  of  rising  interest  rates.  However,  a  higher 
interest  rate  on  a  new  loan  will  often  compensate  a  bank  for  the 
loss  it  sustains  by  selling  bonds.  Even  when  that  does  not  happen, 
the  need  to  look  after  a  customer  may  of  itself  induce  a  bank  to 
reduce  its  holdings  of  long-term  Treasury  issues. 

In  fact,  commercial  banks  have  responded  to  the  surging  de- 
mand for  credit  in  the  recent  expansion  by  disposing  of  both  short- 
term  and  long-term  securities  on  a  very  considerable  scale.  The 
loans  and  investments  of  all  commercial  banks  increased  only  9.2 
biUion  dollars  between  the  end  of  1954  and  the  end  of  1956,  or 
by  6  percent  over  the  two-year  period.  Their  outstanding  loans, 
however,  increased  by  19.7  billion  dollars  or  28  percent.  This 
huge  expansion  of  loans  by  commercial  banks  was  accompanied 
and  made  possible  in  large  part  by  a  reduction  of  10.4  billion  dol- 
lars in  their  holdings  of  federal  obligations. 

The  great  volume  of  outstanding  federal  securities  has  increased 
the  financial  maneuver abihty  of  all  types  of  financial  institutions, 
not  only  of  commercial  banks.  Thus,  the  assets  of  mutual  savings 
banks  and  insurance  companies  increased  very  substantially  dur- 
ing 1955  and  1956.  The  inflows  of  cash  on  account  of  new  savings 
and  debt  repayment  were  not  sufficient,  however,  to  enable  the 
managers  of  these  institutions  to  make  all  the  loans  or  acquire  all 
the  private  or  state  and  local  securities  that  they  deemed  advan- 
tageous. Hence  they  disposed,  in  the  aggregate,  of  3  billion  dollars 
of  their  holdings  of  federal  obhgations.  The  Treasury  securities 
sold  by  them  and  by  commercial  banks  were  largely  bought,  on 
balance,  by  individuals,  by  the  federal  trust  funds,  and  by  various 
state  and  local  investment  accounts.  In  1 955,  when  the  recent  spurt 
in  plant  and  equipment  expenditures  was  still  in  its  early  stages, 
business  corporations  added  a  httle  over  4  billion  dollars  of  Treas- 
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ury  securities  to  their  holdings.  In  the  following  year,  when  outlays 
on  investment  were  much  larger  and  the  stringency  of  the  money 
and  capital  markets  was  greater,  they  disposed  of  almost  5  billion 
dollars  of  their  securities.  Thus,  the  huge  sales  of  government  se- 
curities by  financial  institutions  during  1955,  and  both  by  them  and 
business  corporations  during  1956,  served — along  with  other  de- 
vices to  which  I  have  alluded — to  mobilize  the  nation's  cash  and 
put  it  to  work  in  the  nation's  markets.  This  process  went  on  in  spite 
of  and  partly  in  response  to  the  efforts  of  the  Federal  Reserve 
System  to  restrain  the  expansion  of  credit  and,  through  that,  the 
expansion  of  spending  across  the  nation. 

II 

I  have  suggested  that  various  financial  developments — the  growth 
of  government  expenditures,  our  steep  tax  rates,  the  lesser  depend- 
ence of  corporations  on  external  financing,  the  greater  flexibility 
of  loan  instruments,  the  relative  decline  of  commercial  banks 
among  financial  intermediaries,  and  the  large  holdings  of  Treasury 
securities  by  financial  institutions — have  all  tended  to  reduce  the 
effectiveness  of  traditional  monetary  restraints.  Of  course,  these 
are  not  the  only  financial  developments  of  recent  times  that  bear 
on  monetary  policy.  Nor  have  all  the  changes  in  our  financial  en- 
vironment worked  in  the  same  direction.  Surely,  the  breakdown 
of  the  international  gold  standard  has  made  it  possible  to  base  our 
monetary  poUcies  to  a  greater  extent  on  domestic  considerations 
than  was  feasible  during  the  1920's.  Other  recent  developments, 
such  as  the  emergence  of  a  large  volume  of  real  estate  mortgages 
underwritten  by  the  government,  have  made  it  easier  to  shift  funds 
from  one  part  of  the  country  to  another  or  from  one  financial  in- 
stitution to  another.  The  large  holdings  of  government  securities 
by  financial  institutions,  business  corporations,  and  the  general 
public  have  had  a  similar  effect.  But  if  these  factors  have  facilitated 
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the  transmission  of  Federal  Reserve  pressures  on  commercial 
banks  to  other  parts  of  the  economic  community,  they  have  also 
facilitated  ways  of  escape,  at  least  temporarily,  from  these  pres- 
sures. On  balance,  there  appears  to  be  little  doubt  that  the  net 
effect  of  the  vast  changes  that  have  occurred  in  recent  times  in  the 
realm  of  finance  has  been  to  blunt  to  some  degree  the  effectiveness 
of  Federal  Reserve  pohcies  aiming  at  the  restraint  of  the  nation's 
spending. 

This  does  not  mean  that  the  Federal  Reserve  authorities  have 
inherently  less  power  than  they  had  during  the  1920's.  In  a  theo- 
retical sense  their  power  to  restrain  expansion  is  fully  as  large  or 
even  larger.  For  not  only  are  they  able  to  exert  pressure  on  com- 
mercial banks  by  seUing  government  securities,  of  which  they  hold 
a  great  abundance,  but  they  can  raise  the  reserve  requirements  of 
the  member  banks — a  power  they  did  not  have  in  the  1920's. 
Viewed  in  the  abstract,  there  is  almost  no  limit  to  what  the  Federal 
Reserve  System  can  accompHsh,  despite  the  narrowing  of  the  base 
to  which  its  policies  apply.  Just  as  the  Federal  Reserve  System  is 
capable  of  offsetting  a  shift  from  demand  deposits  to  time  deposits 
in  commercial  banks,  so  it  could  offset  a  shift  of  demand  deposits 
from  individuals  to  financial  institutions.  If  the  Federal  Reserve 
authorities  sought  to  prevent  the  assets  of  all  financial  institutions, 
taken  in  the  aggregate,  from  increasing,  they  could  in  principle 
force  a  sufficient  reduction  of  commercial  bank  assets  to  com- 
pensate for  the  growth  in  the  assets  of  other  financial  institutions. 
All  this,  and  indeed  much  more,  may  be  said  of  the  powers  of  the 
Federal  Reserve  System.  The  essential  point  of  the  preceding 
analysis,  however,  is  that  in  order  to  achieve  a  particular  effect  on 
the  nation's  total  expenditure  in  today's  environment,  the  degree 
of  credit  restriction  which  needs  to  be  taken  is  Likely  to  be  appre- 
ciably greater  than  was  the  case  a  generation  ago.  But  if  our  eco- 
nomic and  financial  environment  has  changed,  the  political  en- 
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vironment  has  changed  still  more  and  the  changes  have  not  been 
of  a  kind  that  favor  highly  restrictive  credit  policies. 

The  Employment  Act  of  1946  pledges  the  federal  government 
to  "utilize  all  its  plans,  functions,  and  resources"  to  foster  eco- 
nomic expansion  and  to  help  prevent  depressions.  The  Federal 
Reserve  authorities,  being  members  of  the  government,  are  bound 
by  this  statutory  declaration  of  poUcy.  In  principle,  a  restrictive 
credit  policy  at  a  time  of  surging  demand  is  entirely  in  harmony 
with  the  objectives  of  the  Employment  Act.  Although  not  all  de- 
pressions spring  from  excessive  exuberance  during  periods  of 
prosperity,  that  has  been  the  course  of  events  in  the  past  altogether 
too  often.  Once  extensive  speculation  gets  under  way — whether 
in  commodities  or  securities  or  real  estate — the  foundations  on 
which  the  nation's  prosperity  rests  become  insecure.  So  it  is  also 
when  the  quaUty  of  newly  extended  credit  seriously  deteriorates, 
or  when  a  competitive  rush  develops  to  construct  physical  f aciUties 
that,  in  the  aggregate,  are  well  beyond  current  requirements.  Of 
late,  these  teachings  of  experience  have  counted  heavily  in  the 
economic  thinking  of  government  officials  outside  as  well  as  with- 
in the  Federal  Reserve  System.  But  if  concern  over  the  continuance 
of  prosperity  has  at  times  led  to  credit  restrictions,  it  has  also  led 
to  a  gradual  application  of  these  restrictions.  Now  that  our  gov- 
ernment is  committed  to  doing  what  it  can  to  promote  maximum 
production  and  employment,  the  Federal  Reserve  authorities  are 
fairly  bound  to  pursue  a  policy  of  credit  restraint  with  consider- 
able caution,  lest  the  application  of  restraints  bring  on  the  very 
decUne  of  aggregate  economic  activity  which  it  is  the  responsibiUty 
of  government  to  try  to  prevent. 

The  virtual  avoidance  of  general  credit  restraints  over  the  long 
stretch  from  1933  to  1951  has  also  left  its  mark  on  current  thought 
and  practice.  The  earlier  poUcy  was  based  on  the  belief,  which 
came  to  be  held  rather  widely  in  professional  and  political  circles. 
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that  on  the  one  hand,  general  credit  controls  could  check  a  boom 
with  dangerous  ease  and,  on  the  other  hand,  that  they  could  do 
little  to  speed  recovery  once  a  depression  developed.  This  exag- 
geration of  the  restrictive  power  of  credit  controls  was,  on  a  super- 
ficial view,  strikingly  confirmed  by  the  course  of  events  in  early 
1953.  The  pressure  on  bank  reserves  then  exercised  by  the  Federal 
Reserve  authorities,  together  with  a  substantial  issue  of  3  !4  percent 
bonds  by  the  Treasury,  was  interpreted  by  many  in  the  financial 
community  as  a  signal  that  interest  rates  would  soon  rise  further 
and  that  it  would  become  more  difficult  to  obtain  credit.  Some- 
thing of  a  scramble  for  money  developed,  interest  rates  rose  briskly 
for  a  few  weeks,  and  some  dealers  were  undoubtedly  embarrassed. 
These  happenings  in  financial  markets  were  not,  however,  a  typi- 
cal response  to  a  moderate  degree  of  credit  tightening.  More  than 
anything  else,  they  reflected  the  bewilderment  of  a  financial  com- 
munity that  had  become  accustomed  to  stable  interest  rates  and 
had  forgotten  how  a  restrictive  credit  poHcy  works.  Government 
officials  could  overlook  the  criticism  that  "tight  money"  brought 
on  the  industrial  recession  which  became  visible  around  mid- 195  3. 
They  knew  better,  as  did  many  others.  However,  they  could  not 
escape  the  fact  that  they  had  misjudged  the  psychology  of  financial 
markets.  The  memory  of  this  minor  embarrassment  understand- 
ably made  them  more  cautious  in  the  next  encounter  with  eco- 
nomic excesses. 

Moreover,  government  officials — the  Federal  Reserve  author- 
ities among  them — must  reckon  with  the  opposition  that  restric- 
tive credit  measures  often  arouse  in  business,  labor,  and  poHtical 
circles.  The  influence  of  Federal  Reserve  actions  on  the  wage 
policies  of  trade  unions  and  the  pricing  poUcies  of  business  firms 
is,  at  most,  indirect.  Surely,  as  we  have  recently  seen,  a  new  round 
of  wage  and  price  increases  can  occur  in  the  face  of  a  restrictive 
credit  poUcy.  But  once  a  higher  consumer  price  level  has  been 
estabUshed,  it  becomes  unrealistic  to  look  to  the  Federal  Reserve 
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System  for  a  restoration  of  the  former  price  level.  All  that  may 
reasonably  be  expected  of  the  Federal  Reserve  System  is  that  it 
will  do  everything  it  can,  within  its  limited  powers,  to  keep  the 
price  level  from  rising  further.  A  credit  pohcy  that  is  sufficiently 
restrictive  to  bring  down  the  price  level  is,  to  be  sure,  always  pos- 
sible. But  a  policy  which  did  that  would  in  all  likelihood  bring 
down  also  the  volume  of  employment.  Federal  Reserve  officials  are 
likely  to  shrink  from  such  a  course,  not  only  because  of  their  re- 
sponsibiUty  under  the  Employment  Act,  but  also  because  they  are 
apt  to  feel,  whether  consciously  or  not,  a  wholesome  concern  over 
the  political  uproar  that  would  follow. 

Another  practical  factor  that  has  tended  to  limit  the  application 
of  credit  restraints  is  the  recurring  need  of  the  Treasury  to  borrow 
money.  Of  late,  this  has  usually  involved  the  refunding  of  out- 
standing debt  rather  than  the  issue  of  new  debt.  But  in  view  of 
their  magnitude  and  frequency,  the  refinancing  operations  of  the 
Treasury  are  still  a  very  formidable  obstacle  to  the  consistent  pur- 
suit of  a  restrictive  credit  poUcy.  For  example,  apart  from  the 
weekly  rollover  of  bills  and  three  special  issues  of  bills,  the  Treas- 
ury entered  the  money  and  capital  markets  four  times  in  1956:  in 
March  to  refinance  9.5  billion  dollars  of  its  securities,  in  July  to 
refinance  12.9  billion,  in  August  with  a  new  issue  of  3.2  billion, 
and  in  December  with  a  refinancing  of  9.1  billion.  In  1955  the 
Treasury  made  even  more  trips  to  the  financial  markets  and  raised 
still  larger  sums,  and  so  it  has  also  been  this  year.  Treasury  debt 
operations,  of  course,  are  not  a  new  thing  for  the  Federal  Reserve 
System.  During  the  1920's,  however,  the  federal  debt  was  a  smaller 
factor  in  financial  markets.  Not  only  that,  but  the  debt  was  then 
being  reduced  steadily  and  a  smaller  proportion  of  the  outstanding 
debt  was  of  a  short-term  character. 

The  current  financing  problems  of  the  Treasury  stem  largely 
from  the  short  maturities  of  a  great  part  of  the  outstanding  public 
debt.  This  creates  not  only  administrative  difficulties  for  the  Fed- 
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eral  Reserve  System.  It  also  tends,  however  subtly,  to  impart  a  bias 
to  monetary  policy.  During  a  time  of  economic  boom,  a  Secretary 
of  the  Treasury  may  well  feel  that,  unless  credit  expansion  is  re- 
stricted, commodity  prices  are  likely  to  rise  swiftly,  upset  his 
budgetary  calculations,  and  eventually  cause  economic  trouble  all 
around.  He  may  therefore  favor  a  restrictive  poUcy  and  even 
assume  a  certain  leadership  in  its  behalf.  At  the  same  time  he  can- 
not entirely  overlook  the  fact  that  when  a  forthcoming  Treasury 
issue  carries  a  higher  interest  rate  than  the  one  falling  due,  it  must 
raise  at  once,  however  modestly,  the  government's  expenditures. 
Nor  can  he  ignore  the  possibiUty  that,  in  the  absence  of  support  by 
the  Federal  Reserve  System,  a  newly  projected  Treasury  issue  may, 
besides  being  poorly  received  in  financial  markets,  seriously  upset 
the  prices  and  yields  of  outstanding  securities,  both  pubHc  and 
private.  If  he  communicates  such  thoughts  to  the  Chairman  of  the 
Federal  Reserve  Board,  he  is  merely  acting  in  the  hne  of  duty.  And 
in  fact,  all  this  is  so  clearly  understood  and  recognized  that  the 
Federal  Reserve  authorities  can  be  counted  on  to  take  the  Treas- 
ury's needs  into  account  without  being  prodded.  The  practical 
result  is  that  restrictive  credit  actions,  which  are  otherwise  deemed 
desirable,  are  not  infrequently  postponed  or  that  easing  actions, 
which  are  otherwise  deemed  undesirable,  are  temporarily  under- 
taken. Once  the  Treasury  issue  is  out  of  the  way  and  more  or  less 
absorbed,  the  Federal  Reserve  authorities  are  again  free  to  act.  But 
neither  the  economy  nor  human  sentiment  ever  stands  perfectly 
still.  Once  a  restrictive  action  has  been  delayed,  some  subtle  change 
in  the  one  or  the  other  may  cause  further  delays.  In  the  end,  not 
only  is  the  timing  of  Federal  Reserve  actions  apt  to  be  somewhat 
distorted  from  the  viewpoint  of  the  interests  of  the  general  econ- 
omy, but  the  entire  range  of  actions  taken  in  the  course  of  a  boom 
is  likely  to  be  somewhat  less  restrictive  than  it  would  have  been  if 
the  Treasury's  trips  to  the  financial  markets  for  substantial  sums 
had  come  less  frequently. 
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III 

I  have  already  commented  on  one  of  the  two  major  risks  that  un- 
avoidably accompany  a  policy  of  general  credit  restraint — namely, 
that  if  the  policy  is  pushed  too  far,  it  may  hasten  or  bring  on  a  busi- 
ness recession.  The  second  risk  is  that  if  such  a  poUcy  is  continued 
over  a  considerable  period,  it  may  have  undesirable  side  effects  on 
the  character  or  structure  of  the  nation's  economic  activity.  With 
increasing  frequency,  the  charge  has  of  late  been  made  that  a  re- 
strictive credit  policy  has  uneven  effects  on  the  economy,  that 
general  credit  restraints  are  selective  in  their  practical  effects,  and 
that  small  businesses,  homebuilders,  prospective  homebuyers,  and 
local  governments,  especially  school  districts,  bear  the  main  brunt 
of  general  credit  controls.  The  intensity  with  which  these  criticisms 
have  been  urged  is  of  itself  a  fact  with  which  government  officials, 
including  the  Federal  Reserve  authorities,  have  had  to  reckon. 
Beyond  that,  and  in  the  degree  to  which  the  criticisms  are  vaUd, 
they  raise  the  question  whether  the  side  effects  of  general  credit 
restraints  may  not  offset  some  of  the  economic  benefits  that  could 
be  gained  by  their  more  vigorous  application  at  a  time  of  economic 
exuberance. 

The  financing  difficulties  of  state  and  local  governments  appear 
to  have  been  exaggerated  in  recent  discussions.  It  is  true  that  some 
municipal  issues  ran  into  trouble  as  early  as  1955,  while  postpone- 
ments of  corporate  issues  did  not  come  into  public  view  until  1956. 
But  there  is  little  evidence  that  school  bonds  have  suffered  to  any 
great  extent  in  recent  markets.  In  the  nine  critical  months  from 
July  1 956  to  March  1957  school  bond  issues  were  marketed  at  the 
highest  rate  yet  recorded.  Unsold  bonds  were  only  3  percent  of 
the  dollar  amount  of  school  bond  offerings  during  this  period. 
Taken  in  the  aggregate,  the  capital  issues  of  state  and  local  govern- 
ments, just  as  the  capital  issues  of  business  corporations,  have  been 
exceptionally  heavy  this  year. 
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The  experience  of  small  businesses  during  the  recent  period  of 
general  credit  restraint  appears  to  be  a  more  serious  matter.  It  is 
necessary  to  distinguish,  of  course,  between  the  financing  difl&cul- 
ties  of  small  businesses  that  are  of  a  chronic  nature  and  those  that 
are  peculiar  to  a  time  of  credit  stringency.  The  ability  of  a  small 
enterprise  to  expand  is  undoubtedly  affected  by  our  high  tax  rates, 
which  severely  Hmit  the  profits  that  can  be  ploughed  back  into 
business.  Also,  a  small  firm  typically  has  Httle  or  no  access  to  the 
pubHc  markets  for  capital.  All  this  appUes  to  times  when  credit 
conditions  are  easy  just  as  it  appUes  to  a  time  of  credit  stringency. 
It  is  claimed,  however,  that  when  the  reserves  of  commercial  banks 
are  under  pressure,  the  financing  problems  of  small  firms  are  apt  to 
become  aggravated.  Most  banks,  to  be  sure,  will  do  everything 
they  can  to  look  after  the  needs  of  their  regular  customers,  small  or 
large.  But  if  it  is  hard  to  turn  down  or  to  meet  only  in  part  a  request 
for  a  loan  by  any  sound  business  fijrm,  it  may  be  especially  hard 
when  the  firm  is  large  and  powerful.  In  any  event,  a  large  firm  of 
good  reputation  which  cannot  obtain  credit  from  one  bank  can 
ordinarily  shop  around  and  eventually  obtain  a  loan  from  another 
institution  or,  perhaps,  float  a  public  issue.  Opportunities  of  this 
type  are  far  more  Umited  for  the  typical  small  business. 

These  judgments  are  based  on  general  impressions.  Facts  on 
this  important  subject  are  unavailable  on  a  precise  and  compre- 
hensive basis.  There  are,  however,  various  scattered  pieces  of 
evidence.  First  of  all,  we  have  the  experience  of  the  Small  Business 
Administration,  which  received  almost  twice  as  many  applications 
for  loans  in  1956  as  in  1955.  Not  only  that,  but  the  percentage  of 
approved  appHcations  rose  from  38  in  1955  to  49  in  1956  without, 
apparently,  any  change  in  credit  standards.  Second,  there  is  a 
special  study  by  the  American  Bankers  Association,  based  on  a 
sample  of  large  banks,  which  shows  that  the  dollar  amount  of 
outstanding  loans  of  under  $50,000  increased  a  httle  over  14  per- 
cent between  the  end  of  August  1955  and  a  year  later.  This  is  a 
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considerable  increase.  Yet  the  commercial,  industrial,  and  agricul- 
tural loans  of  weekly  reporting  member  banks,  which  cover  a 
larger  sample  of  the  big  banks,  show  an  increase  of  21  percent. 
Taking  the  two  sets  of  figures  together,  it  would  appear,  therefore, 
that  the  dollar  amount  of  business  loans  in  excess  of  $50,000  in- 
creased by  something  more  than  21  percent.  Third,  we  have  the 
quarterly  compilations  of  new  short-term  loans,  classified  by  size 
of  loan,  and  covering  a  sample  of  large  banks  in  1 9  cities  which 
report  to  the  Federal  Reserve  Board.  According  to  this  sample,  the 
dollar  amount  of  new  loans  ranging  from  $1,000  to  $10,000  de- 
clined 4  percent  between  1955  and  1956,  while  there  was  an  in- 
crease of  3  percent  in  the  loans  from  $10,000  to  $100,000,  of  9 
percent  in  loans  from  $100,000  to  $200,000,  and  of  42  percent  in 
loans  of  still  larger  size.  Fourth,  we  have  the  quarterly  financial 
statements  for  manufacturing  corporations  compiled  by  the  Fed- 
eral Trade  Commission  and  the  Securities  and  Exchange  Commis- 
sion. From  these  figures  it  appears  that  the  largest  corporations, 
those  with  assets  of  over  100  million  dollars,  increased  their  in- 
debtedness to  banks  by  a  substantially  larger  percentage  between 
1955  and  1957  than  did  small-  or  medium-sized  corporations.  The 
evidence  is  less  clear,  however,  when  long-term  debt,  beyond  that 
already  included  in  bank  loans,  is  also  considered. 

These  statistics  leave  much  to  be  desired.  The  first  piece  of  evi- 
dence, drawn  from  the  experience  of  the  Small  Business  Adminis- 
tration, tells  nothing  of  the  difficulties  that  some  large  firms 
experienced  in  obtaining  credit.  The  second  piece  of  evidence, 
which  relates  to  the  change  in  the  total  of  outstanding  bank  loans 
of  under  and  over  $50,000,  rests  on  different  samples.  The  third 
piece  of  evidence,  which  refers  to  new  bank  loans  of  varying  size, 
is  restricted  to  a  sample  of  large  banks  and  therefore  is  apt  to 
understate  the  over-all  increase  of  small  loans  relative  to  large 
loans.  A  similar  bias  is  likely  to  flow,  at  a  time  of  generally  rapid 
loan  expansion,  from  fixed-size  classes  for  loans.  The  fourth  piece 
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of  evidence,  which  refers  to  outstanding  bank  loans  of  manufac- 
turing coq)orations  of  differing  size,  is  subject  to  uncertain  defects 
of  coverage.  Furthermore,  it  makes  no  allowance  for  the  changing 
composition  of  industry  which  is  always  an  important  feature  of  a 
cyclical  expansion  in  business.  A  similar  limitation  attaches  also 
to  the  second  and  third  pieces  of  evidence.  There  are  still  other 
difficulties  that  attach  to  the  statistics  cited.  Nevertheless,  it  is  diffi- 
cult to  escape  the  broad  but  definite  impression  that,  although  the 
financing  problems  of  small  business  have  been  greatly  exag- 
gerated and  although  interest  rate  differentials  have  in  fact  moved 
in  favor  of  smaller  businesses,  the  recent  credit  restraints  have  had 
a  greater  impact  on  the  availability  of  credit  to  small  businesses 
than  they  have  had  on  the  large  firms. 

It  also  seems  clear  that  credit  restraints  have  had  a  part  in  the 
recent  decline  of  the  homebuilding  industry.  In  December  1954, 
housing  starts,  taken  on  a  seasonally  adjusted  basis,  reached  a 
level  exceeding  1 .4  milUon  units.  They  have  declined  since  then  to 
a  level  of  about  1  million.  Overbuilding  in  some  locaUties,  higher 
construction  and  land  costs  nearly  everywhere,  and  a  more  selec- 
tive, if  not  also  a  lessened,  demand  have  contributed  to  the  decline, 
but  credit  conditions  appear  to  have  been  the  most  important 
single  factor.  Interest  rates  are  a  fairly  large  element  in  the  cost  of 
home  ownership,  particularly  for  families  in  low  income  brackets. 
To  some  degree,  therefore,  rising  interest  rates  would  of  themselves 
tend  to  restrict  the  volume  of  homebuilding.  Legal  impediments  to 
the  free  movement  of  interest  rates  on  federally  underwritten  mort- 
gages, however,  have  made  matters  much  worse. 

With  the  rise  of  interest  rates  during  the  recent  boom,  the  maxi- 
mum interest  rates  fixed  by  law  or  regulation  for  federally  under- 
written mortgages  soon  became  unreaUstic  and  these  mortgages 
could  ordinarily  be  placed  or  sold  only  at  a  discount.  The  practice 
of  discounting,  however,  is  poorly  understood  and  sometimes 
arouses  intemperate  criticism.  To  avoid  possible  embarrassment 
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on  this  account,  some  financial  institutions  concentrated  increas- 
ingly on  conventional  mortgages.  The  supply  of  money  for  under- 
written mortgages,  on  which  the  home-building  industry  has  come 
to  depend  very  heavily,  was  therefore  reduced.  At  the  same  time, 
as  a  result  of  the  provision  of  law  which  practically  requires  the 
builder  to  absorb  any  discount  on  mortgages  guaranteed  by  the 
Veterans  Administration,  the  builder's  profit  tended  to  dwindle  as 
the  discounts  became  larger.  Hence  the  inducement  to  build  was 
diminished.  In  short,  in  view  of  our  housing  legislation  with  its 
special  regulation  of  interest  rates  and  discounts,  the  recent  policy 
of  general  credit  restraint  acted  as  a  selective  credit  control  on 
homebuilding.  It  would,  of  course,  be  equally  correct  to  say  that, 
in  view  of  the  recent  policy  of  general  credit  restraint,  our  housing 
legislation  acted  as  a  selective  credit  control.  Changes  in  the  law 
governing  discounts  which  were  passed  by  the  Congress  this  year 
have  accentuated  this  difficulty,  and  they  are  likely  to  do  so  again 
under  conditions  of  tight  credit. 

IV 

I  am  led  by  this  lengthy  discussion  of  financial  trends  to  three  broad 
conclusions.  First,  since  various  economic  and  political  develop- 
ments of  recent  times  appear  to  have  reduced  the  effectiveness  of 
Federal  Reserve  restraints  on  over-all  credit  expansion,  we  must 
discipHne  our  expectations  of  what  can  be  accompHshed  through 
general  credit  controls.  There  is  little  doubt  that,  given  enough 
time,  the  Federal  Reserve  System  is  still  capable  of  checking  any 
large-scale  expansion  of  aggregate  demand.  The  process  of  econ- 
omizing on  cash  cannot  be  stretched  indefinitely  by  households  or 
by  the  business  community.  As  the  holdings  of  Treasury  securities 
by  financial  institutions  are  reduced  and  as  the  cash  balances  of 
individuals  and  corporations  become  smaller  in  relation  to  their 
transactions  and  contingent  needs,  the  avenues  of  escape  from  the 
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pressure  applied  by  the  Federal  Reserve  authorities  on  the  reserves 
of  commercial  banks  are  bound  to  become  fewer  and  narrower. 
This  process,  however,  takes  considerable  time.  Since  1954,  we 
have  experienced  a  credit  shortage  in  the  sense  that  interest  rates 
have  risen  sharply  and  also  in  the  sense  that  many  have  borrowed 
less  than  they  would  have  Uked  or  wanted  to  borrow.  We  certainly 
have  not  had  a  credit  shortage  in  the  sense  that  the  amount  of 
credit  expansion  has  been  small.  In  the  meantime,  as  everyone 
knows,  the  price  level  has  risen  disconcertingly. 

Second,  although  the  side  effects  of  a  restrictive  credit  policy  are 
of  little  consequence  if  the  poUcy  is  applied  over  a  few  months, 
they  cannot  be  safely  ignored  if  the  policy  is  extended  over  years. 
The  traditional  assumption  that  general  credit  controls  exercise 
something  like  a  uniform  impact  on  different  sectors  of  the  econ- 
omy appears  to  be  invaUd.  When  the  government  embarks  on  a 
restrictive  credit  policy,  it  does  this  with  a  view  to  restraining  the 
growth  of  total  expenditure,  not  to  benefit  one  type  of  activity  or 
to  injure  another.  In  practice,  however,  some  branches  of  activity, 
such  as  those  in  which  the  federal  government  itself  is  engaged, 
are  untouched  by  general  credit  restrictions.  In  other  activities, 
such  as  consumer  instalment  buying,  the  effects  are  seriously  felt 
only  after  a  very  substantial  lag.  On  the  other  hand,  small  busi- 
nesses and  the  home-building  industry  are  apt  to  feel  the  impact 
of  general  credit  restraints  fairly  promptly  and  more  keenly.  But 
not  only  do  general  credit  restrictions  have  selective  effects,  it  also 
appears  that  these  effects  may  interfere  with  some  key  objectives 
of  national  economic  policy — such  as  the  extension  of  home 
ownership,  the  promotion  of  sound  neighborhoods,  and  the  main- 
tenance of  an  environment  in  which  small  and  new  businesses, 
which  are  a  vital  source  of  innovation  in  our  economy,  have  a 
reasonable  opportunity  to  survive,  prosper,  and  grow.  The  govern- 
ment has  therefore  recently  sought  to  reduce  the  uneven  impact  of 
credit  restrictions  by  enlarging  the  loan  funds  available  to  the 
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Small  Business  Administration,  and  by  adopting  a  variety  of 
measures  in  behalf  of  housing. 

Third,  in  view  of  the  limitations  that  attach  to  restrictive  Federal 
Reserve  policies,  it  would  be  unwise  to  depend  on  the  Federal  Re- 
serve System  as  our  sole  or  principal  guardian  of  the  stability  of 
the  dollar.  If  the  struggle  against  creeping  inflation  is  to  be  success- 
ful, we  must  proceed  simultaneously  on  numerous  fronts.  General 
credit  controls  have  an  important  place  in  any  responsible  program 
for  protecting  the  stability  of  the  dollar.  However,  they  need  to  be 
accompanied  by  other  measures  of  pohcy  that,  in  the  first  place, 
will  reduce  the  burden  that  needs  to  be  carried  by  our  monetary 
authorities  and,  in  the  second  place,  improve  the  chances  of  suc- 
cess in  their  special  sphere  of  activity. 


Chapter  Four 


Public  Policies  for  Coping  with  Inflation 


THE  ECONOMIC  futurc  of  America  depends  largely  on  what  we 
make  of  our  opportunities.  They  have  never  been  better  than 
at  present.  Research  and  development  programs,  which  only  a 
decade  or  two  ago  were  conducted  on  a  piecemeal  basis,  have  be- 
come a  highly  systematic  and  rapidly  expanding  effort  in  which 
private  industry,  the  universities,  and  the  government  are  actively 
joined.  This  effort  is  opening  up  economic  opportunities  in  num- 
berless directions  through  a  constant  flow  of  new  products,  new 
materials,  and  new  processes.  Our  population  is  increasing  at  a 
rate  of  3  million  per  year,  or  about  three  times  as  fast  as  during  the 
1930's.  A  progressive  shift  from  low  paid  and  unskilled  occupa- 
tions to  better  paid  and  more  interesting  work  is  taking  place  in 
myriad  industries.  Inequalities  of  income  such  as  ruled  in  earlier 
periods  of  our  history  have  been  dramatically  lessened.  Our  grow- 
ing national  income  is  being  shared  widely  and  mass  markets  for 
consumer  products  now  match  our  capacity  for  mass  production. 
The  American  people  are  more  eager  than  ever  to  improve  their 
level  of  Uving  and  are  willing  to  work  hard  to  earn  the  incomes  that 
may  enable  them  to  live  as  they  feel  they  should.  The  broad  trend 
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of  political  thought  in  our  country  is  also  favorable  to  economic 
growth.  Governmental  policies  are  mindful  of  the  need  to  encour- 
age private  enterprise,  innovation,  and  investment,  while  they  re- 
main responsive  to  the  humanitarian  impulses  of  our  age.  All  these 
domestic  factors,  as  well  as  the  economic  revival  of  Western 
Europe  and  other  parts  of  the  free  world,  are  improving  the 
long-run  prospect  of  growing  markets  for  the  workshops  of  our 
economy. 

We  may,  therefore,  reasonably  expect  that  our  economy  will 
continue  to  grow  rapidly.  Setbacks  in  economic  activity  will  un- 
doubtedly occur  from  time  to  time.  There  will  be  declines  as  well 
as  rises  also  in  the  price  level.  But  if  my  analysis  in  the  preceding 
pages  is  not  too  wide  of  the  mark,  the  broad  trend  of  the  consumer 
price  level  seems  likely  to  be  gradually  upward  across  the  decades 
unless  we  learn  how  to  manage  our  economic  affairs  better  than  we 
yet  have.  As  far  as  the  immediate  future  is  concerned,  the  threat 
of  inflation  has  definitely  abated.  But  the  problems  of  inflation  will 
return  to  haunt  us.  There  is  no  time  to  be  lost  in  considering, 
realistically,  the  ways  and  means  of  checking  the  threat  of  creeping 
inflation.  For  if  we  continue  to  tolerate  the  upward  trend  of  prices, 
the  lives  of  millions  of  our  people  wiU  surely  be  blighted  and  the 
strength  of  our  entire  economy  may  be  damaged. 


As  we  look  to  the  long  future,  there  are  choices  before  us.  Not  one 
path  but  many  may  advance  us  toward  the  goal  of  reasonable 
stabiUty  of  the  consumer  price  level.  We  could  reduce  government 
expenditures  or  restrain  their  expansion  in  times  of  great  economic 
exuberance.  We  could  raise  taxes.  We  could  restrain  the  expansion 
of  credit.  We  could  modify  the  arrangements  under  which  wages 
are  set.  We  could  alter  the  price-making  process.  We  could  reduce 
tariffs  and  abandon  or  modify  other  governmental  devices  for  sup- 


68  PROSPERITY  WITHOUT  INFLATION 

porting  prices.  We  could  work  harder  and  produce  more.  We 
could  remove  or  reduce  artificial  obstacles  to  higher  productivity. 
And,  in  principle,  we  could  do  any  of  these  things  or  some  com- 
bination of  them  in  a  great  variety  of  ways. 

In  practice,  our  choices  are  more  limited.  Some  methods  of  seek- 
ing general  price  stability — such  as  the  allocation  of  credit  or  wage 
and  price  fixing — are  ruled  out  by  our  traditions  of  freedom  ex- 
cept under  conditions  of  grave  national  emergency.  Other  poHcies, 
which  would  stress  the  expansion  of  supply  rather  than  the  restraint 
of  demand,  may  prove  very  helpful  in  the  long  run  but  quite  in- 
effective in  the  short  run.  That  is  a  serious  limitation  if  the  advances 
that  occur  in  the  consumer  price  level  during  cycUcal  expansions 
of  economic  activity  tend  to  be  partly  or  largely  irreversible.  Still 
other  methods,  such  as  an  increase  of  taxes,  could  hardly  serve  as 
a  useful  prescription  at  a  time  when  the  budget  is  already  balanced. 
Some  day  in  the  distant  future,  it  is  possible  that  Americans  will  be 
willing  to  tax  themselves  at  higher  rates  just  to  enable  the  govern- 
ment to  accumulate  a  sizable  surplus  and  thereby  ease  inflationary 
pressures.  The  time  for  such  a  poHcy  has  not  yet  arrived. 

Reahsm  requires  that  we  recognize  also  that  governmental  pol- 
icies for  restraining  inflation — whether  they  assume  a  monetary, 
fiscal,  or  regulatory  character — usually  have  the  quahty  of  auster- 
ity. It  requires  an  act  of  the  imagination  and  some  objectivity  to 
understand  that,  when  the  economy  is  already  working  at  or  close 
to  its  practical  capacity,  unrestricted  credit  expansion  or  Hberal 
government  spending  would  result  in  a  scramble  for  resources  and 
a  cumulative  bidding  up  of  prices.  The  manufacturer  who  seeks  to 
expand  his  activities  will  not  always  accept  with  quiet  understand- 
ing the  need  to  put  up  with  a  smaller  loan  than  he  requested  from 
his  bank.  Nor  will  the  home  builder  or  merchant  or  consumer. 
When  a  policy  of  credit  restraint  is  being  pursued  by  the  monetary 
authorities,  many  firms  or  individuals  who  feel  that  their  oppor- 
tunities are  being  restricted  will  naturaUy  blame  the  government 
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for  their  failure  to  accomplish  all  that  they  had  planned.  And  so  it 
will  be  also  if  the  government  reduces  its  expenditures,  since  there 
is  no  way  of  doing  this  without  reducing  the  sales  of  some  busi- 
nesses or  forcing  some  men  and  women  to  look  for  new  jobs. 

Clearly,  governmental  policies  for  checking  inflation  cannot  be 
expected  to  be  as  popular  as  policies  for  reducing  unemployment. 
However,  popular  enthusiasm  for  a  policy  is  also  not  a  prerequisite 
for  its  adoption.  It  is  sufficient  if  the  policy  can  gain  broad  support 
and  if  it  is  viewed  as  an  economic  or  moral  necessity.  Pubhc  senti- 
ment has  been  moving  in  the  direction  of  acceptance  of  anti- 
inflationary  programs  at  a  time  of  general  exuberance.  It  is  Ukely 
to  continue  to  do  so,  provided  people  retain  confidence  in  the 
nation's  ability  to  prevent  serious  economic  slumps.  The  broad 
masses  of  wage  earners,  as  they  look  to  the  future  of  their  families, 
have  most  to  gain  from  stopping  the  creeping  advance  of  the  price 
level  and  increasing  numbers  among  them  know  this.  But  they  are 
not  likely  to  support  the  austere  policies  that  are  required  to  con- 
tain inflation  at  one  time,  if  they  fear  for  the  security  of  their  jobs 
or  for  their  opportunities  of  advancement  at  a  later  time.  Nor 
will  many  businessmen  support  anti-inflationary  pohcies  in  such 
circumstances. 

It  would  be  a  grave  mistake  to  assume  that  the  increasing  con- 
cern of  people  over  the  upward  climb  of  the  price  level  justifies  or 
requires  half-measures  in  dealing  with  the  problem  of  recession. 
Very  many  of  those  who  today  are  worried  about  the  cost  of  living 
will  be  worried  still  more  about  their  jobs  if  unemployment  should 
spread.  If,  therefore,  we  wish  to  create  a  chmate  of  opinion  that 
will  support  effective  policies  at  times  when  the  stability  of  the 
dollar  is  threatened,  we  can  ill  afford  anything  that  at  any  time 
revives  fear  of  a  business  depression.  This  means,  as  we  look  to  the 
long  future,  that,  whenever  the  economy  shows  signs  of  faltering, 
the  government  must  honor  by  its  actions  the  broad  principles  of 
combatting  recession  which  served  us  so  well  during  the  decline  of 
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1953-54.  It  means,  since  no  two  recessions  are  alike,  that  the  scale 
of  governmental  measures,  their  precise  sequence,  and  the  manner 
of  their  coordination  must  be  skilfully  adapted  to  the  pecuUarities 
of  the  individual  case.  And  it  also  means  that  it  would  be  wise  not 
to  lose  time  in  extending  recent  efforts  to  strengthen  the  resistance 
of  our  economy  to  such  recessional  tendencies  as  may  develop 
from  time  to  time. 

Several  steps  in  this  direction  can  be  usefully  taken.  One  is  to 
amend  the  Highway  Act  of  1956  so  as  to  permit  some  flexibihty  of 
this  tremendous  program  in  the  light  of  economic  conditions.  An- 
other is  to  extend  the  carryback  of  business  losses  for  tax  purposes 
beyond  two  years,  which  is  the  limit  under  present  law.  A  third  is 
to  extend  the  principle  of  deposit  insurance  to  the  share  accounts 
of  credit  unions,  which  are  growing  very  rapidly  although  they  are 
still  small  in  relation  to  deposits  in  commercial  or  savings  banks. 
A  fourth,  and  perhaps  the  most  constructive  immediate  step,  would 
be  to  improve  our  unemployment  insurance  programs.  Unemploy- 
ment insurance  is  the  nation's  first  Hne  of  defense  against  depres- 
sion. When  business  activity  faUs  off,  the  payment  of  insurance 
benefits  promptly  rises  and  thus  offsets  in  part  the  decline  of  in- 
comes from  productive  employment.  Although  unemployment 
insurance  cannot  of  itself  prevent  a  decline  of  aggregate  economic 
activity,  it  can  significantly  check  the  rate  of  decline  and  thereby 
make  it  easier  for  both  private  and  pubUc  poUcies  to  be  adjusted 
in  a  calm  atmosphere.  Despite  the  substantial  reforms  that  have 
been  made  in  our  unemployment  insurance  system  during  the  past 
three  or  four  years,  there  is  considerable  room  for  further  improve- 
ment. About  12  million  of  the  nation's  wage  earners  are  as  yet 
entirely  unprotected,  and  in  numerous  states  both  weekly  benefits 
and  their  maximum  duration  still  fall  short  of  the  level  that  the 
President  has  repeatedly  recommended. 

As  we  move  to  strengthen  the  nation's  defenses  against  depres- 
sion, we  should  also  move — and  we  could  then  do  so  with  an 
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enhanced  basis  for  hope  of  achieving  permanent  results  —  to 
strengthen  our  defenses  against  the  threat  of  creeping  inflation. 
What  we  need  more  than  anything  else  at  this  juncture  of  our  great 
experiment  in  the  management  of  prosperity  is  a  national  declara- 
tion of  purpose  with  regard  to  the  level  of  prices  that  could  have  a 
moral  force  such  as  the  Employment  Act  already  exercises  with 
regard  to  our  levels  of  production  and  employment.  This  can  be 
simply  accomphshed  by  including  reasonable  stabihty  of  the  con- 
sumer price  level  among  the  objectives  of  the  Employment  Act 
which  "it  is  the  continuing  poUcy  and  responsibility  of  the  federal 
government  to  use  all  practicable  means"  to  promote.  It  has  been 
said  that  such  an  amendment  of  the  Act  is  unnecessary  since  it 
already  covers  the  objective  of  general  price  stabihty  by  impHca- 
tion.  I  would  agree  to  this  interpretation  of  the  law.  Nevertheless, 
I  believe  that  it  would  be  a  highly  constructive  step  if  the  Congress 
stated  expUcitly  what  the  Act  appears  to  some  of  its  interpreters  to 
state  impUcitly.  One  of  the  main  factors  in  the  inflation  that  we 
have  had  since  the  end  of  World  War  II  is  that  many  consumers, 
businessmen,  and  trade  union  leaders  expected  prices  to  rise  and 
therefore  acted  in  ways  that  helped  to  bring  about  this  result.  A 
declaration  by  the  Congress  that  it  is  the  continuing  poUcy  of  the 
federal  government  to  promote  reasonable  stabihty  of  the  con- 
sumer price  level,  as  well  as  "maximum  employment,  production, 
and  purchasing  power,"  could  go  a  considerable  distance  in  dis- 
sipating the  widespread  belief  that  we  are  living  in  an  age  of  infla- 
tion and  that  our  government,  despite  official  assertions  and  even 
actions  to  the  contrary,  is  hkely  to  pursue  an  inflationary  course 
over  the  long  run. 

It  is  sometimes  argued  that  a  mere  declaration  of  purpose  con- 
cerning the  stabihty  of  the  dollar  would  be  futile  in  the  absence  of 
some  specification  of  how  this  objective  is  to  be  realized.  That  is  a 
possible  result,  but  I  am  inclined  toward  greater  optimism.  The 
language  of  the  Employment  Act,  as  it  stands,  is  extremely  general. 
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The  Act  does  not  specify  how  the  government  should  "promote 
maximum  employment,  production,  and  purchasing  power,"  be- 
yond observing  that  it  is  to  proceed  "in  a  manner  calculated  to 
foster . . .  free  competitive  enterprise  and  the  general  welfare."  Yet 
the  general  language  of  the  Act  has  not  led  to  inaction  or  frustra- 
tion. On  the  contrary,  it  has  in  practice  proved  a  source  of  strength, 
for  it  has  allowed  government  ofl&cials  the  utmost  freedom  in  de- 
vising means  to  fit  particular  and  unforeseeable  circumstances.  The 
force  of  the  Act  derives  entirely  from  its  afiirmation  of  basic  poUcy, 
and  this  would  continue  to  be  true  if  the  Act  were  amended. 

Broadening  of  the  Act,  so  as  to  include  reasonable  price  stabihty 
among  its  objectives,  would  tend  to  make  it  a  constant  reference 
point  for  public  and  private  actions  that  bear  on  the  level  of  prices. 
One  of  the  likely  consequences  of  the  suggested  amendment  would 
be  a  greater  emphasis  in  the  President's  annual  Economic  Report 
on  the  outlook  for  prices  and  on  how  reasonable  stabihty  of  the 
price  level  is  to  be  sought.  The  reports  of  the  Joint  Economic  Com- 
mittee of  the  Congress  would  naturally  move  in  a  similar  direction. 
Pohcies  that  promote  stabihty  of  the  price  level  would  therefore 
tend  to  gain  in  prestige  and  to  exercise  increasing  power  over  the 
thoughts  and  actions  of  both  government  officials  and  private 
citizens. 

I  recognize,  of  course,  that  movements  of  the  consumer  price 
level  and  of  the  physical  volume  of  economic  activity  may  diverge 
for  a  time  and  that  government  officials  may  occasionally  be  un- 
certain whether  to  give  greater  heed  to  the  one  or  to  the  other.  It  is 
easy  to  exaggerate  the  trouble  that  this  difficulty,  which  inheres  in 
the  economic  process,  will  cause  in  practice.  What  government 
officials  do  now  is  to  shape  economic  poHcy  in  the  hght  of  emerg- 
ing trends  in  production,  employment,  and  prices,  as  well  as  the 
many  factors  that  impinge  on  the  movements  of  these  magnitudes. 
They  recognize  the  tendency  of  consumer  prices  to  lag  behind 
wholesale  prices  and  industrial  activity  and  they  allow  as  they  best 
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can  for  this  lag.  They  recognize  that  full  employment  in  a  practical 
sense  is  a  zone  rather  than  a  point  or  line  and  that  the  same  must 
apply  to  a  stable  price  level.  They  pursue  poUcies  that  will  help  to 
maintain  the  employed  percentage  of  the  labor  force  as  well  as  the 
consumer  price  level  within  a  neighborhood  that  allows  for  minor 
movements  in  the  one  and  the  other.  They  do  not  seek  perfection 
in  terms  of  any  single  yardstick,  but  a  good  all-around  perform- 
ance. The  suggested  amendment  of  the  Employment  Act  would 
change  these  attitudes  and  procedures  only  to  the  extent  of  leading 
to  somewhat  greater  vigilance  with  respect  to  price  developments. 
If  this  proposed  amendment  had  been  in  effect  five  years  ago,  I 
am  morally  certain  that  the  measures  that  were  taken  to  check  the 
recession  of  1 953-54  would  have  been  no  less  prompt  or  extensive. 
On  the  other  hand,  I  beUeve  that  stronger  anti-inflationary  poUcies 
would  have  been  adopted  in  1 955  — which  was  the  critical  time  to 
check  the  newly  gathered  forces  of  inflation.  It  is  because  I  expect 
that  the  proposed  amendment  would  strengthen  efforts  to  deal  with 
inflation,  while  it  would  in  no  way  reduce  zeal  in  checking  reces- 
sions, that  I  regard  the  expHcit  inclusion  of  reasonable  stabihty  of 
the  consumer  price  level  among  the  objectives  of  the  Employment 
Act  as  a  wise  and  progressive  step  at  this  time. 

II 

The  precise  governmental  poUcies  that  will  need  to  be  appUed  in 
later  periods  of  vigorous  expansion  cannot  be  usefully  dehneated 
in  advance.  It  seems  clear,  however,  that  fiscal  policies  will  need  to 
occupy  a  more  prominent  place  in  an  anti-inflationary  program 
than  they  have  received  of  late.  The  forces  that  make  for  high  gov- 
ernmental expenditures  are  and  will  remain  powerful.  There  is 
Httle  likelihood  that  the  sums  needed  for  our  national  defense  will 
soon  diminish.  On  the  contrary,  we  may  well  be  spending  appre- 
ciably more  in  coming  years  on  our  defense  programs  and  on  the 
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research  work  that  vitaUzes  them  than  the  huge  sums  now  bemg 
spent.  There  will  also  be  insistent  demands  for  larger  expenditure 
on  various  pubUc  facihties,  such  as  highways,  schools,  and  hospi- 
tals, which  are  needed  to  support  the  growth  of  the  private  econ- 
omy. Expenditures  on  education,  medical  research,  slum  clearance, 
social  security  benefits,  and  other  welfare  programs  are  more  likely 
to  increase  than  to  diminish  during  the  next  decade.  It  is  precisely 
because  governmental  operations  will  continue  to  be  a  very  power- 
ful force  in  our  economic  life  that  we  will  need  to  attend  closely  to 
the  danger  that  they  may,  at  least  at  times,  lead  to  an  overstimula- 
tion of  the  economy. 

A  balanced  budget  is  often  regarded  as  indicative  that  the  fiscal 
operations  of  the  federal  government  are  neutral  in  their  economic 
effects,  in  the  sense  that  they  have  neither  an  expansive  nor  a  con- 
tractive influence  on  the  level  of  the  nation's  total  output  or  ex- 
penditure. This  simple  view,  however,  overlooks  the  fact  that  the 
impact  of  a  huge  sum  of  tax  money  spent  by  the  government  may 
be  very  different  from  the  impact  of  an  equivalent  expenditure  by 
consumers  and  business  firms.  In  the  first  place,  government  offi- 
cials as  a  group  are  probably  somewhat  less  efficient  shoppers  than 
private  citizens.  Second,  the  prices  of  much  of  what  the  govern- 
ment buys  are  reckoned  on  a  cost-plus  basis  or  something  close  to 
it.  Third,  government  contracts  are  ordinarily  subject  to  special 
provisions  regarding  wages  and  other  labor  standards.  Fourth,  the 
high  income  taxes  that  are  imposed  to  finance  high  government 
expenditures  occasionally  lead  businessmen  to  be  improvident 
about  the  prices  or  wages  that  they  pay.  Fifth,  expenditures  by  the 
government,  which  nowadays  are  of  necessity  heavily  concentrated 
on  national  defense,  seem  unlikely  to  contribute  to  the  improve- 
ment of  industrial  capacity  and  productivity  to  the  same  degree  as 
would  private  expenditures  of  the  same  magnitude.  Sixth,  when  an 
increase  in  governmental  expenditures  is  financed  by  an  increase 
in  taxes,  the  increase  in  pubUc  spending  will  not  always  be  accom- 
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panied  in  the  short  run  by  an  equivalent  reduction  in  private  spend- 
ing, so  that  the  nation's  total  spending  may  well  be  larger  as  a  result 
of  the  expansion  of  a  balanced  budget. 

These  considerations  at  least  suggest  that  huge  governmental 
spending,  even  when  it  is  fully  met  from  tax  revenues,  is  likely  to 
release  inflationary  forces  in  the  economy.  But  it  is  not  necessary 
to  settle  this  theoretical  issue  to  arrive  at  a  sound  judgment  con- 
cerning economic  policy.  Whether  a  balanced  budget  is  deemed 
inflationary  or  not,  the  mere  fact  that  the  budget  is  balanced  at  a 
time  when  the  economy  is  operating  close  to  its  practical  capacity 
hardly  justifies  complacency  about  fiscal  policy.  Monetary  and 
credit  controls  are  undoubtedly  helpful  in  checking  private  ex- 
penditures, but  experience  suggests  that  they  are  not  likely  to  prove 
helpful  enough.  Ofiicial  appeals  for  restraint  in  wage  and  price 
adjustments  may  be  salutary,  but  experience  suggests  that  it  would 
be  unwise  under  ordinary  circumstances  to  expect  a  broad  re- 
sponse to  exhortation.  Hence,  apart  from  periods  of  national  crisis, 
which  may  require  increases  in  defense  expenditures  that  are  far 
beyond  any  reductions  that  can  be  effected  in  other  programs,  the 
government  must  lead  the  economic  community  in  the  practice  of 
restraint.  In  other  words,  if  the  economy  is  operating  close  to  its 
full  capacity  and  the  budget  is  already  balanced,  the  government 
must  discipHne  the  natural  impulse  to  use  the  larger  revenues 
yielded  by  existing  tax  rates  to  finance  new  expenditures.  In  such 
circumstances  it  is  desirable  to  strive  for  a  sizable  surplus  by 
severely  limiting  any  increases  in  expenditures  and,  wherever  pos- 
sible, reducing  them.  Not  only  that,  but  if  a  surplus  already  exists, 
the  objective  under  the  assumed  circumstances  should  be  to  in- 
crease it. 

PoUtical  factors  will  not  make  it  easy  to  carry  out  such  a  policy. 
Recent  history  indicates,  however,  that  a  resolute  stand  by  leaders 
of  the  Administration  and  the  Congress  can  stave  off  demands  for 
tax  reductions.  The  pressure  for  increased  governmental  spending 
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may  present  greater  difficulties.  Neither  government  officials,  nor 
our  political  parties,  can  be  insensitive  to  the  possible  opportunities 
for  advancing  the  general  welfare  by  increasing  public  expendi- 
tures on  school  buildings,  scholarships,  medical  research,  scientific 
laboratories,  economic  statistics,  public  employment  offices,  tech- 
nical services  to  business  or  agriculture,  slum  clearance,  highways, 
or  public  parks.  It  is  undoubtedly  true  that  higher  expenditures  on 
these  and  countless  other  items  will  often  bring  benefits  to  the 
American  people  that  would  fully  justify  their  cost.  Yet  a  govern- 
ment that  sought  to  do  at  once  everything  that  is  or  that  seems 
desirable  would  invite  economic  and  financial  disaster.  There  are 
limits  to  what  the  government  can  accomplish.  The  limits  are  set  in 
the  first  instance  by  its  financial  resources,  and  they  are  imposed  in 
a  more  fundamental  sense  by  the  nation's  real  resources.  If  the 
nation  is  already  enjoying  full  employment  or  something  close  to 
it,  any  appreciable  increase  of  spending — whether  by  private  citi- 
zens or  the  government — will  mainly  serve  to  mark  up  prices. 
Under  such  conditions  the  Administration  should  be  able  to  insist 
with  a  reasonable  expectation  of  popular  support  that,  while  many 
of  the  programs  that  are  being  urgently  advanced  have  great  merit 
and  should  eventually  be  undertaken,  it  would  serve  the  nation's 
best  interests  to  postpone  them  to  a  time  when  the  demands  placed 
on  the  resources  of  the  economy  have  diminished. 

Suppose  that  the  President,  before  turning  to  specific  recom- 
mendations for  the  coming  year  in  his  Budget  Message  and  the 
Economic  Report,  took  a  long  view  and  outlined  in  general  terms 
the  needs  of  the  nation  and  the  various  governmental  programs 
that  should  either  be  started  or  expanded  over  the  next  few  years. 
If  the  economy  is  already  operating  at  or  close  to  full  capacity,  he 
could  then  argue  for  great  restraint  in  public  expenditures  during 
the  coming  year,  without  subjecting  his  Administration  and  politi- 
cal party  to  criticism  on  the  ground  of  being  complacent  or  of  be- 
ing unmindful  of  the  need  for  social  betterment.  A  move  in  this 
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direction  in  the  formulation  of  governmental  plans  may  in  the 
course  of  time  prove  immensely  helpful  in  limiting  the  political 
pressures  which  tend  to  drive  us,  year  in  and  year  out,  toward 
larger  governmental  expenditures. 

What  I  am  urging  is  a  concept  of  flexibility  in  public  expendi- 
tures which  is  much  broader  than  the  traditional  concept  of  dove- 
tailing public  works  with  variations  in  private  economic  activity. 
Years  of  very  hard  work  will  unquestionably  be  needed  to  translate 
this  concept  into  a  workable  tool  of  government.  A  long-range 
view  in  the  President's  economic  and  financial  messages  to  the 
Congress  will  not  of  itself  suffice.  Many  other  measures  and  re- 
forms will  be  necessary.  In  view  of  the  constant  pressure  to  add 
new  governmental  programs,  better  machinery  than  now  exists 
will  need  to  be  devised  for  review  and  reappraisal  of  existing  pro- 
grams. The  planning  of  public  works,  which  has  been  pushed 
vigorously  in  recent  years  to  serve  the  nation  at  a  time  of  possible 
depression,  will  need  to  be  enlarged  to  deal  with  the  stretching  out 
of  going  projects  at  a  time  of  inflationary  pressure.  All  new  pro- 
grams will  need  to  be  brought  together  in  the  Budget  Message,  so 
that  their  cost — not  only  in  the  coming  year  but  in  each  of  several 
succeeding  years — may  be  readily  grasped.  Most  important  of  all, 
the  accounting  and  budgeting  techniques  of  the  government  will 
need  to  be  reformed  so  that  they  may  better  serve  the  purpose  of 
controlling  expenditures.  At  the  present  time,  governmental  ex- 
penditures can  go  a  very  considerable  distance  either  above  or 
below  the  sums  that  are  budgeted  because  the  accounting  methods, 
particularly  of  the  Department  of  Defense,  make  close  managerial 
control  impossible. 

Ill 

Although  it  will  be  necessary  to  lean  heavily  on  fiscal  policy  in  our 
quest  for  reasonable  stability  of  the  consumer  price  level  in  the 
future,  it  would  be  unwise  to  neglect  monetary  policy.  The  im- 
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portance  of  checking  the  growth  of  credit  at  a  time  of  advancing 
prosperity,  whether  or  not  excesses  spill  over  into  consumer  mar- 
kets, must  never  be  minimized.  With  all  its  Hmitations,  monetary 
poUcy  can  also  make — and  in  fact  recently  has  made — a  useful 
contribution  to  curbing  the  advance  of  consumer  prices.  This  con- 
tribution can  be  greater  in  the  future  if  we  learn  how  to  deal  with 
the  obstacles  presented  to  an  effective  monetary  poUcy  by  our 
economic  and  pohtical  environment. 

It  would  be  unrealistic  to  hope  that  credit  restraints  will  be 
greeted  with  great  popular  enthusiasm  in  any  future  that  need  con- 
cern us.  However,  something  can  surely  be  done  to  improve  the 
pohtical  chmate  for  carrying  out  such  a  poHcy  when  economic 
conditions  require  it.  As  we  have  noticed,  there  appears  to  be  some 
basis  in  experience  for  the  criticism  that  at  a  time  of  general  credit 
restraint  the  economic  opportunities  of  smaller  businesses  are  re- 
stricted more  severely  than  the  opportunities  of  large  firms.  To  the 
extent  that  this  problem  exists,  we  should  deal  with  it  by  opening  a 
safety  door  for  small  businesses,  not  by  abandoning  or  weakening 
general  credit  controls.  One  way  of  proceeding  would  be  to  enlarge 
the  operations  of  the  Small  Business  Administration  when  general 
credit  restraints  are  being  exercised.  Such  a  solution  may  be  very 
useful  as  a  stopgap,  but  as  a  permanent  policy  it  is  objectionable 
for  two  reasons.  In  the  first  place,  it  is  doubtful  whether  the  pubUc 
interest  will  be  well  served  by  having  the  government  get  deeper 
into  the  banking  business.  Second,  the  activities  of  the  Small  Busi- 
ness Administration  could  grow  large  and  be  pursued  in  a  manner 
which  seriously  interfered  with  the  poUcies  of  the  Federal  Reserve 
System.  I  believe  that  a  more  constructive  way  of  attending  to  the 
difficulties  of  the  small  business  community  at  a  time  of  generally 
tight  credit  would  be  to  draw  on  the  powers  and  facilities  of  the 
Federal  Reserve  System  itself. 

Thus,  when  the  Federal  Reserve  authorities  embark  on  a  poHcy 
of  credit  restraint,  they  might  simultaneously  take  steps  to  prevent 
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undue  restraint  of  small  business  enterprises.  They  could  do  this 
under  existing  law  in  at  least  two  ways.  First,  they  could  favor  at 
the  discount  window  those  banks  which  were  attending  with  spe- 
cial soUcitude  to  the  requirements  of  their  smaller  customers.  Sec- 
ond, they  could  breathe  life  into  Section  1 3b  of  the  Federal  Reserve 
Act,  which  has  been  allowed  to  become  virtually  dormant  in  recent 
years.  Under  this  section  of  the  law,  the  Federal  Reserve  Banks 
have  the  power  to  extend  credit  directly  to  a  sound  business  that  is 
unable  to  meet  its  needs  through  regular  commercial  channels.  The 
law  limits  loans  to  estabhshed  businesses,  to  the  provision  of  work- 
ing capital,  and  to  a  period  not  exceeding  five  years.  It  would  be 
desirable  to  lift  these  restrictions  by  an  amendment.  But  even  under 
existing  law,  much  could  be  done  at  a  time  of  credit  stringency  to 
relieve  the  financial  difficulties  of  small  businesses.  In  view  of  their 
intimate  contacts  with  local  financial  institutions,  the  Federal  Re- 
serve Banks  should  be  able  to  refer  many  of  the  loan  appHcants  to 
commercial  banks  or  to  development  corporations  that  could  ac- 
commodate them  in  whole  or  in  part.  It  seems  unUkely  that  the 
Federal  Reserve  Banks  would  need  to  assume  very  many  of  the 
loans  themselves.  To  the  extent  that  they  did,  they  could  intensify 
somewhat  their  general  controls  so  as  to  approximate  the  over-all 
restriction  that  they  took  as  their  practical  goal.  In  this  manner  the 
Federal  Reserve  authorities  would  be  attending  constructively  to 
the  special  problems  of  the  small  business  community  and  at  the 
same  time  helping  to  create  a  poUtical  environment  that  would  be 
more  salutary  for  their  operations. 

The  financial  handicaps  of  the  home-building  industry  at  a  time 
of  credit  shortage  require  a  different  attack.  Here  the  difficulty 
stems  largely  from  the  unreahstic  maxima  that  are  imposed  by  law 
or  regulation  on  the  interest  rates  of  governmentally  underwritten 
mortgages.  There  is  no  way  of  getting  private  capital  to  flow  abun- 
dantly into  such  mortgages  when  it  can  earn  more  in  other  invest- 
ments. Efforts  by  the  Congress  to  protect  the  ceiUngs  on  interest 
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rates  by  regulating  discounts  only  aggravate  the  problem.  Unhap- 
pily, there  are  political  obstacles  to  a  solution  that  fully  respects 
market  forces,  and  governmental  adjustments  of  interest  rates  are 
apt  to  come  much  too  slowly.  However,  experience  even  in  this 
area  indicates  that  progress  is  not  impossible.  What  we  need  to  do 
is  to  practice  greater  foresight  and  to  make  a  determined  effort  at 
reform  of  our  housing  laws,  so  that  artificial  interest  rates  cease 
working  as  a  selective  control  to  the  disadvantage  of  the  home- 
building  industry  when  credit  conditions  are  tight.  Unless  such  a 
reform  is  carried  out,  there  is  always  a  danger  that  general  credit 
controls  may  be  weakened  by  the  poHtical  umest  that  distraught 
home  builders  can  stir  up  when  they  find  their  markets  sUpping 
while  other  industries  are  booming. 

The  poHtical  environment  for  flexible  monetary  poHcies  might 
also  be  improved  by  removing  or  Ufting  statutory  ceilings  on  the 
interest  rates  that  can  be  paid  by  some  of  our  local  governments. 
It  would  surely  be  desirable  to  develop  ways  of  broadening  the 
market  for  the  securities  of  local  governments,  particularly  of  the 
smaller  municipalities  and  school  districts,  so  that  they  may  have 
better  opportunities  to  borrow  at  reasonable  interest  rates.  Some 
experimentation  along  these  lines  has  been  under  way  and  needs 
encouragement.  One  contribution  that  the  federal  government 
might  make  is  to  revise  the  tax  laws  so  as  to  permit  investment  com- 
panies to  pass  on  to  their  stockholders  the  tax-exempt  status  of  the 
income  derived  from  local  securities. 

Another  and  more  important  problem  that  requires  attention  in 
the  interest  of  improving  the  political  and  administrative  basis  of 
Federal  Reserve  policy  is  the  large  short-term  debt  of  the  federal 
government.  The  Treasury's  need  to  refinance  substantial  blocks 
of  securities  every  few  weeks  or  months  unavoidably  hampers  the 
Federal  Reserve  authorities  in  pursuing  a  firm  and  consistent  pol- 
icy. This  difficulty  will  remain  serious  until  a  substantial  part  of  the 
Treasury's  short-term  debt  is  funded.  Whatever  may  be  said  in 
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favor  of  a  cyclically  flexible  policy  of  debt  management,  it  has  not 
worked  out  well  in  practice.  If  it  has  proved  difficult  to  carry  out 
funding  operations  in  a  period  of  economic  boom  such  as  we  have 
recently  experienced,  it  is  practically  sure  to  seem  still  harder  to  do 
this  when  the  nation's  business  turns  sluggish.  Since  the  ideal  time 
for  funding,  from  a  business  cycle  standpoint,  is  likely  to  elude  us 
in  the  future  as  it  has  in  the  past,  it  may  be  best  to  revise  our  meth- 
ods of  managing  the  public  debt  and  to  try  out  a  policy  of  putting 
out  small  blocks  of  medium-  or  long-term  issues  at  fairly  regular 
and  frequent  intervals. 

If  systematic  efforts  to  soften  the  uneven  impact  of  general  credit 
controls  and  to  lengthen  the  outstanding  maturities  of  our  pubUc 
debt  are  attended  by  success,  the  Federal  Reserve  authorities  will 
gain  a  greater  sense  of  freedom  in  conducting  the  nation's  mone- 
tary policies.  There  is  a  serious  question,  however,  whether  the 
economic  power  of  the  Federal  Reserve  System — that  is,  its  ability 
to  restrain  the  expansion  of  credit  with  reasonable  promptness  and 
yet  without  shock — may  not  have  been  eroded  in  some  degree  by 
the  narrowing  of  the  economic  base  on  which  its  policies  impinge. 
Our  financial  system  has  become  far  more  complex  than  it  was  at 
the  time  the  Federal  Reserve  Act  was  framed  or  during  the  1 920's. 
Commercial  banks,  which  once  dominated  the  entire  financial  sys- 
tem, have  shrunk  in  importance.  We  have  today  not  one  banking 
system  but  several,  each  subject  to  different  regulations,  different 
taxes,  and  different  modes  of  supervision.  By  controlling  the  re- 
serves of  commercial  banks,  the  Federal  Reserve  System  can  still 
exercise  close  control  over  the  growth  of  bank  assets  and  of  the 
money  supply.  But  the  Federal  Reserve  authorities  have  little  in- 
fluence, at  least  in  the  short  run,  over  the  volume  of  credit  extended 
by  other  financial  intermediaries  or  over  the  creation  of  money 
substitutes.  Indeed,  there  is  reason  to  believe  that  these  activities 
may  for  a  time  be  stimulated  by  a  policy  of  general  credit  restraint. 

Various  ways  have  been  suggested  of  reconstructing  our  finan- 
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cial  machinery  so  as  to  enhance  the  effectiveness  of  monetary 
policy.  One  suggestion  is  to  require  various  financial  intermediaries 
to  hold  reserves  against  their  liabilities  on  a  basis  similar  to  the 
requirements  imposed  on  commercial  banks.  Another  suggestion 
is  to  free  commercial  banks  from  some  of  the  regulations  that  may 
have  impeded  their  growth — in  particular,  to  restore  their  power 
to  pay  interest,  if  they  so  choose,  on  demand  deposits.  A  third 
suggestion  is  to  give  the  President  or  the  Federal  Reserve  Board 
stand-by  authority  to  regulate  the  terms  of  consumer  instalment 
credit  and  perhaps  also  the  terms  of  conventional  housing  mort- 
gages. It  is  interesting  to  speculate  about  these  and  other  possi- 
bilities; but  it  would  clearly  be  undesirable  to  tinker  with  the 
delicate  machinery  of  finance,  on  which  the  workings  of  the  entire 
economy  so  largely  depend,  until  a  comprehensive  study  of  our 
financial  system  and  of  the  basis  of  monetary  poUcy  has  been  car- 
ried out  by  men  of  wide  knowledge  and  experience.  With  all  of  its 
shortcomings,  the  financial  system  that  we  have  evolved  is  wonder- 
fully efficient,  and  it  would  be  unwise  to  change  it  in  any  important 
respect  until  the  impUcations  of  the  proposed  change  have  been 
thoroughly  studied  and  are  well  understood.  Since  the  Congress 
has  taken  a  negative  attitude  toward  the  proposal  for  a  National 
Monetary  and  Financial  Commission,  it  is  fortunate  that  a  citizens' 
commission  is  now  being  privately  organized  to  assume  responsi- 
biUty  for  a  thorough  and  objective  re-examination  of  our  financial 
system  and  of  our  tools  of  monetary  poUcy. 

IV 

It  is  hardly  necessary  to  argue  further  that  our  monetary  and  fiscal 
poUcies  both  should  and  can  become  a  more  effective  weapon 
against  inflationary  pressures  than  they  have  been  in  the  recent 
past.  Just  as  we  have  done  better  in  combatting  inflation  in  the  last 
few  years  than  in  the  early  post-war  period,  so  it  seems  reasonable 
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to  expect  that  effort,  persistence,  and  imagination  will  bring  more 
striking  success  in  the  future.  There  is  room  for  doubt,  however, 
whether  the  threat  of  creeping  inflation  can  be  adequately  met 
within  the  framework  of  business-cycle  policy  alone.  The  smaller 
the  burden  that  is  imposed  by  our  complex  of  laws  and  the  course 
of  events  on  flexible  monetary  and  fiscal  policies,  the  better  are  the 
chances  that  they  will  approximate  what  we  expect  of  them.  That 
is  why  I  have  put  so  much  stress  on  the  need  for  a  declaration  by 
the  Congress  that  it  is  the  continuing  policy  of  the  federal  govern- 
ment to  promote  reasonable  stability  of  the  consumer  price  level, 
as  well  as  maximum  employment,  production,  and  incomes.  Such 
a  declaration  of  pohcy  may  be  expected  to  have  an  influence  that  is 
incomparably  greater  than  exhortation  by  high  ofl&cials,  for  it 
would  put  private  groups  as  well  as  public  officials  on  notice  that 
the  government  is  determined  to  find  a  way  to  reasonable  stabihty 
of  the  price  level. 

We  must  not  blink  the  fact  that  big  corporations  and  big  trade 
unions  have  made  a  difference  in  the  workings  of  our  price  system. 
The  rivalries  of  the  business  world  are  nowadays  as  keen  or  keener 
than  ever.  Competition  with  respect  to  quahty  of  products  and  the 
services  associated  with  them  has  increased.  However,  less  stress  is 
being  placed  by  many  of  our  larger  businesses  on  price  competi- 
tion. Meanwhile,  the  growth  of  nationwide  trade  unions  has  intro- 
duced elements  of  monopoly  in  many  of  our  labor  markets.  It  has 
also  fostered  active  rivalry  among  trade  union  leaders  in  pressing 
for  higher  wages  and  more  liberal  fringe  benefits,  often  with  little 
regard  to  what  is  happening  to  the  nation's  over-all  industrial  pro- 
ductivity. Employers,  on  their  part,  have  often  been  willing  to 
concede  what  is  demanded  by  trade  unions,  partly  because  of  a 
feeling  of  helplessness,  partly  because  of  the  comforting  thought 
that  their  competitors  would  have  to  foot  the  same  bill,  and  partly 
because  they  have  reckoned  that  any  increase  in  labor  costs  per 
unit  of  output  could  be  passed  on  to  their  customers.  These  prac- 
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tices  of  trade  unions  and  business  managements  are  not  likely  to 
be  changed  quickly.  We  must,  however,  keep  in  mind  that  the 
threat  of  creeping  inflation  is  a  long-range  problem,  and  that  the 
best  solution — all  factors  considered — is  likely  to  be  one  which 
evolves  with  a  minimum  of  social  and  economic  disturbance. 

Although  I  believe  that  inclusion  of  reasonable  stabihty  of  the 
price  level  among  the  objectives  of  the  Employment  Act  would 
help  to  reshape  the  wage  poUcies  of  our  trade  unions  and  both  the 
wage  and  price  policies  of  business  firms,  it  would  be  desirable  for 
the  government  to  go  further  at  this  time.  Business  monopoly  is 
prohibited  by  law,  and  the  enforcement  of  our  anti-trust  laws  has 
of  late  been  very  vigorous.  Trade  unions,  however,  enjoy  immu- 
nities under  the  law  that  are  denied  other  groups  or  individuals. 
Our  anti-trust  laws  need  strengthening  in  their  appUcation  to  the 
business  world,  as  the  President  and  many  leaders  in  the  Congress 
have  repeatedly  pointed  out.  The  least  that  we  can  do  with  regard 
to  trade  unions  is  to  subject  their  finances,  as  well  as  the  election  of 
their  officials,  to  standards  defined  by  law.  Such  legislation  would 
of  itself  have  no  effect  on  what  happens  at  the  bargaining  table;  but 
it  should  help  to  remind  the  leaders  of  our  trade  unions  that  unless 
they  practice  greater  restraint  and  foresight,  the  government  may 
need  to  take  drastic  steps  to  curb  their  power  to  push  up  costs  and 
prices. 

It  is  not  too  much  to  hope  that  the  suggested  amendment  of  the 
Employment  Act,  besides  stimulating  private  groups  to  re-examine 
their  poUcies,  would  foster  a  reappraisal  of  the  effects  of  many  of 
our  pubUc  poUcies  on  industrial  productivity  and  competition.  Our 
tariffs,  import  quotas,  agricultural  price  supports,  stockpiles,  and 
multiform  subsidies — all  require  a  new  look.  So  too  do  our  policies 
with  regard  to  education,  research,  taxes,  patents,  and  deprecia- 
tion, on  which  the  nation's  productivity  so  largely  depends  in  the 
long  run.  And  so  do  the  featherbedding  practices  that  are  sanc- 
tioned by  labor  agreements  to  the  detriment  of  costs  and  produc- 
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tivity.  Needless  to  say,  reasonable  stability  of  the  consumer  price 
level  can  never  be  more  than  one  objective  of  governmental  pohcy 
among  others.  Nothing  can  compare  in  importance  with  a  strong 
national  defense.  A  high  and  expanding  level  of  employment,  a 
prosperous  agriculture,  conservation  of  natural  resources,  the 
vitality  of  small  businesses,  expanding  home  ownership,  and  de- 
cent neighborhoods  for  our  children — these  also  are  central  ob- 
jectives of  national  policy.  The  pursuit  of  these  and  other  objectives 
that  Americans  hold  dear  is  bound  at  times  to  release  forces  that 
tend  to  drive  prices  higher.  But  once  we  make  reasonable  stability 
of  the  price  level  one  of  the  key  objectives  of  the  nation's  economic 
policy,  and  do  this  so  plainly  that  there  can  be  no  mistaking  the 
fact,  it  seems  likely  that  public  officials  will  become  more  enterpris- 
ing in  seeking  ways  and  means  of  offsetting  or  containing  the  price- 
raising  forces  that  some  governmental  policies — whether  with 
regard  to  agriculture,  foreign  trade,  trade  unions,  or  other  areas  of 
national  interest — unavoidably  release. 


There  are  several  reasons  why  a  broad  approach  to  the  problem  of 
inflation,  such  as  I  have  tried  to  suggest,  carries  a  greater  promise 
of  success  than  concentration  on  any  particular  tool  of  policy.  One 
is  that  none  of  our  tools  is  as  yet  sufficiently  dependable  by  itself. 
Another  is  that  there  are  always  limits  to  the  extent  to  which  any 
specific  policy,  whether  it  be  credit  restraint  or  anything  else,  can 
be  wisely  pushed  in  practice.  Furthermore,  unless  the  goal  of 
stabilizing  the  price  level  is  simultaneously  pursued  by  our  leading 
governmental  agencies,  there  is  always  the  danger  that  one  agency 
or  another  will  be  left  to  carry  the  burden  of  resisting  inflation 
while  the  rest  take  an  independent  course,  with  the  probable  result 
that  any  inflation  that  may  be  under  way  is  intensified. 

The  basis  for  effective  planning  and  coordination  of  the  eco- 
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nomic  policies  of  the  federal  government  was  laid  by  the  Employ- 
ment Act,  which  established  a  Council  of  Economic  Advisers 
within  the  Executive  Office  of  the  President.  Two  major  defects 
that  soon  became  evident  in  the  Council's  operations  were  cor- 
rected in  1 953.  The  first  stemmed  from  the  fact  that  under  the  law 
the  three  Council  members  not  only  had  identical  intellectual  re- 
sponsibilities, which  is  as  it  should  be,  but  also  had  identical 
administrative  powers,  which  can  lead  to  confusion.  This  difficulty 
was  eliminated  by  a  reorganization  plan  which  delegated  to  the 
Chairman  of  the  Council  the  responsibiUty  for  administering  its 
affairs  and  for  reporting  to  the  President  on  its  work.  At  the  time  of 
this  reorganization,  the  President  also  established  an  Advisory 
Board  on  Economic  Growth  and  Stability  under  the  chairmanship 
of  the  Chairman  of  the  Council.  This  Board  was  designed  to  over- 
come another  difficulty  in  the  Council's  operations — namely,  the 
want  of  regular  governmental  machinery  whereby  the  economic 
thinking  and  planning  of  the  Council  could  be  brought  continu- 
ously to  bear  on  the  work  of  the  executive  departments  and 
agencies  or  whereby  their  economic  plans  could  be  brought  con- 
tinuously to  bear  on  the  work  of  the  Council.  To  advance  further 
an  informed  and  systematic  approach  to  governmental  economic 
policies,  the  President  later  assigned  a  large  role  to  the  Council  in 
Cabinet  discussions  of  economic  matters. 

As  a  result  of  these  devices,  and  other  procedures  that  have  de- 
veloped from  them,  very  considerable  strides  have  been  taken 
toward  the  improvement  of  economic  poUcy-making  within  the 
government.  Both  the  means  and  the  experience  now  exist  for  an- 
other major  advance  in  the  machinery  of  formulating  and  integrat- 
ing the  economic  policies  of  our  far-flung  government.  This  can  be 
simply  and  effectively  accompHshed  by  lengthening  the  arm  of  the 
Advisory  Board  on  Economic  Growth  and  StabiUty.  The  Board 
now  meets  weekly.  It  includes  representatives,  usually  at  the  Under 
Secretary  level,  of  six  departments  (State,  Treasury,  Commerce, 
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Labor,  Agriculture,  and  Health,  Education  and  Welfare)  and  four 
agencies  (Federal  Reserve  Board,  Bureau  of  the  Budget,  Council 
of  Economic  Advisers,  and  the  White  House  Office).  The  Board 
might  continue  to  function  as  it  now  does,  except  that  its  deUbera- 
tions  would  be  preparatory  to  periodic — say,  monthly  or  semi- 
monthly— meetings  at  the  highest  level  of  our  government.  These 
climactic  meetings  of  the  Board  would  be  conducted  with  the 
President  in  the  chair  and  with  the  heads  of  the  departments  and 
agencies  represented  on  the  Board,  as  well  as  their  deputies,  in  full 
attendance.  Through  this  simple  transformation  of  a  device  of  gov- 
ernment that  has  already  been  tested  and  found  useful,  a  consulta- 
tive body  would  come  into  existence  which  would  carry  a  weight 
in  decisions  on  basic  economic  policies  that  would  be  fully  com- 
parable to  that  of  the  National  Security  Council  in  its  sphere.  Any 
such  change  in  the  status  of  the  Advisory  Board  lies  entirely  within 
the  President's  discretion.  I  need  only  add  that  if  the  President  saw 
fit  to  elevate  the  role  of  this  Board,  none  of  the  responsibilities  of 
the  participating  officials  or  agencies  under  existing  law  would 
require  modification. 

The  Secretary  of  the  Treasury  has  recently  announced  that  in- 
formal meetings  are  to  be  held  from  time  to  time  with  the  President, 
which  will  bring  together  the  Chairman  of  the  Federal  Reserve 
Board,  the  Chairman  of  the  Council  of  Economic  Advisers,  the 
Special  Assistant  to  the  President  concerned  with  economic  mat- 
ters, and  the  Secretary  of  the  Treasury.  I  hope  that  this  develop- 
ment, which  rightly  recognizes  the  importance  of  the  Federal 
Reserve  System  in  the  economic  scheme  of  government,  will  soon 
lead  to  the  larger  and  more  formal  Board  that  I  think  is  required  to 
cope  with  our  major  and  changing  economic  problems.  The  nation 
needs  greater  assurance  than  it  now  has  that  our  government  is 
equipped  to  deal  on  a  consistent  basis  with  the  threat  of  inflation. 
It  hkewise  needs  assurance  that  the  government  or  one  of  its  cen- 
tral organs  will  not  become  so  engrossed  in  the  long-run  problem 
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of  creeping  inflation  that  any  immediate  problem  of  recession  is 
neglected.  Needless  to  say,  the  reconstruction  of  the  Board  on  Eco- 
nomic Growth  and  StabiUty,  along  the  lines  that  I  have  sketched, 
will  not  of  itself  prevent  mistakes  in  economic  policy-making.  It 
will,  however,  provide  a  maximum  of  opportunity  for  balanced 
judgment  and  it  will  facihtate  the  early  correction  of  governmental 
policies  that  are  found  wanting. 

Reasonably  full  employment  and  a  reasonably  stable  price  level 
are  not  incompatible.  We  have  often  come  close  to  this  ideal  in  the 
past,  and  we  have  done  so  again  recently  during  the  years  from 
1952  to  1955.  The  matters  that  I  have  stressed  in  these  pages  — 
explicit  recognition  of  reasonable  price  stability  among  the  objec- 
tives of  the  Employment  Act,  improvement  in  the  practical  work- 
ings of  monetary  and  fiscal  policies,  the  reduction  of  monopolistic 
practices,  and  better  organization  of  economic  policy-making — 
will  not  be  attained  without  great  and  continuing  effort.  But  if  I 
am  right  in  thinking  that  these  measures  will  significantly  improve 
our  chances  of  maintaining  a  reasonably  stable  consumer  price 
level  as  well  as  reasonably  full  employment  over  a  long  span  of 
years,  the  effort  is  surely  worth  making. 
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